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From : Leslie Surginer, Controller al. 
Division of the Controller 
Subject : dune, 1952 Field Conferences = 


Summary of Divisional Activities 


Transmitted herewith is a summary report of the divisional activities 
of the REA field conferences held at Old Point Comfort, Virginia and 
Denver, Colorado in June, 1952, 


We believe that these conferences were among the most important ever 
held by REA, for the reason that they provided an opportunity for study, 
discussion and evaluation of changes in organization anc procedures of 
the agency which became effective as of July 1, 1952, Of particular 
interest to members of the Division of the Controller were those phases 
of the conferences dealing primarily with changes affecting their day- 
to-day work, 


Special attention is called to the summaries of talks vresented by the 
Administrator, by representatives of the Office of Budget and Finance 
and the General Accounting Office, and by esther outstanding speakers on 
internal control, internal audit and similar subjects related to our 
responsibilities, We urge you to take the time to read carefully all 


af the notes presented in this publication, as we feel that the principles, 


policies and procedures set forth herein are ahsolutely basic to a com- 
pletely adequate performance of the duties delegated to this division 
in the new REA organization. 


A summary of Administrator Wickard's talk to the field examiners has 
previeusly been distributed and it is also included in this publication 
in order that it will be readily available as a basis for interpretation 
ef the responsibilities of field examiners. We feel that it will be 
especially helpful to you to read and re-read Mr. Wickard's talk since 
it presents fundamental philosophy with respect to the new duties which 
have been assigned to you. 


up 


Attention is also called to the field procedurés set forth in the 
summary of the talk by the Assistant Controller - Examination relative 
to objectives, plans and procedures of the examination program. 


The section at the end of this publication devoted to a summary of 
conference questions and answers shoul? be very useful in the per- 
formance of your daily work. The questions presented at the conferences 
have been reviewed in the light of subsequent developments and have 
been answered in accordance with the current thinking on the problems 
represented. 
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TALK BY ADMINISTRATOR CLAUDE R. WICKARD 
AT JUNE, 1952, FIELD CONFERENCES 
ON 
"WHAT THE ADMINISTRATOR EXPECTS OF THE FIELD EXAMINER" 


Mr. Surginer, members of the Controller's Division, und guests, I am 
afraid there was an introduction made which cannot be fulfilled. I 
em afraid that you will not get from me everything that you should - 
know, or what I expect of you, because I find myself in doubt some- 
times about exactly what the new reorganization mcans to you 4s 
field people. First, epparently it means you ere no longer suditors, 
but examiners. I don't know whether the significance of that has | 
been explained or not, but I believe you can say that "examiner" 
will be 2 broader termi and will involve broader responsibilities 
than just auditing of borrowers’ books. On the other hand, I want. 
to say that from your standpoint the’ over-all responsibilities are’ 
not too different. There may be more emphasis put on cortain things 
but your relationships with thse head of your division end with my 
office aro not too different basically from what they have becn in 
the past. . 


I find myself a little confused and perhaps I confuse you even more 
when I say that on one hand there has been & change and on the other 
hand there has not been a charige. There has been & change in the 
broader scope of the work of your division, in that it hes been 
given increased responsibility for examination. This broadening 

of your work from audit to examination is in step with the genoral 
change that is taking place “in this field throughout the more pro- 
gressive agencies of the Government. | 


As a'‘mattecr ef fact, there has been a change within the past few 
years in our relations with the General Accounting Office. As 4 
result of the comprehensive audit program, there has been instituted 
anew relationship between REA and the General Accounting Office 

and between the Congress and the various branches of the Executive 
Branch of the Government through the General Accounting Office. I 
think that it has represented an improvement and will result in 
more cfficient operation of the various branches of the Government, 
a bettcr understanding on the part of the Congress 4s to what the 
Executive Branch of the Government is doing, and a better under- 
standing on the part of the Executive Branch of the Government 4s 

to what the Congress wants done. The whole change, you might say, 
is toward a closer working relationship between the General Account- 
ing Office as a representative of the Congress and the Executive 
Branch of the Government. It has mcant a lot with respect to the 
change of responsibility in your division. 


The General Accounting Office, having experience in dealing with 

many egencies of the Government, and through contact with Congressional 
Committees, is in a podsition to make suggestions. There may be some 
instances wherein there is disagreement among the Executive Branch 

of the Government, the Congress, and the General Accounting Office, 
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but such disagreement would seem to be eliminated, or kept to a 
minimum, if a common understanding can be gained of the responéi-~ 
bilities and objectives of each party concerned. This viewpoint 
has already resulted in an improvement as I see it. It means 
improvement from the standpoint of our own responsibilities and 
relationships with other branches of the Federal Government. 


In this reorganization, as you have been told, your division has 


been given the internal audit job. Mr. Robert A. Stein and his 2 


internal audit staff has,been transferred to your division. Mr. 
Stein, I am sure you realize, has done a very good job during the 
lagt few years in working with the GAO representatives end has been 
helpful to mo and the entire program. It seems he can provide a 
better service, so far as our organization is concerned, by being 

in the Controller's Division where he can coordinate the program 

of internal audit and exeminetion of REA and borrower operations 
with the program for audit of borrowers! finuncial transactions. 
Your responsibilities are not only a necessary part of the reorgeni- 
zation, but are the outgrowth of this new relationship between the 
General Accounting Office and REA. The reorganization itself is not 
giving you this responsibility. 


You will no longer be auditing « number of the borrowers that you 
have been auditing in the past. You will be euditing the borrowers, 
insofar as operetions are concerned, which have not made their debt 
service, generally speaking, for the last three years. That means 
you will be giving attention to those borrowers which have not 
reached for one reagon or another this level of operating stability. 
For that reason we ought to be concentrating our attention and work 
with those borrowers, insofar as our funds will permit. Frequently, 
in the past, you were not making the.kind of an audit thet required 
an exhaustive check of a,lot of things. The borrower was in a 
satisfactory condition and you made an examination of its financial 
condition and prepared a report. Now, you will be working almost 
exclusively in areas whore greater attention is required. 


Under the reorganization plan, there will be fewer official visits 
in the borrowers! offices then before. There will be less checking 
by the various parts of our organization, which calls, I think, for 
more and more attention on the part of the field examiners as to 
what has happened, because there won't be as many people to make 
reports. Another thing is thet you people will be spending more 
time with the borrowers than anybody else. That will vary, of course, 
but you will be working with borrowers which require more assistence 
and you will be spending more time with « borrower on the average 
than you have been spending in the past because you will have more 
vexing problems to work with or more unusual conditions to face. 
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Thet gives you an opportunity to meke some obscrvations which no one 
else will have en opportunity to make. The very nature of your work 
gives you a certain responsibility. You will soc weaknesses and 
certain things thet are not satisfactory -- certain trends thet will 
become epparent in your audit. Quite naturally you will be ine 
position not only to observe those trends, but to make observations as 
to the cause of the trends. Light say that it is not only the 
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trend toward the weaker condition or unsatisfactory position of 
the borrowers we would like to have you look into. If there has 
been sn improvement, what has brought about that improvement? You 
will find out things that have caused improvements, as well as 
things that seem to have had a tendency to cause deterioration of 
the cooper:.tive. In other words, in your every-day stay at a co- 
Operative, make an examination of the various things you will have 
an opportunity to generally observe, sich as the trends and what 
may be causing those trends on the plus or minus side. 


I have given you what seems to me to be some of the reasons why you 
will be looked upon 4s field examiners, rather than as auditors, 
following the enlargement of the. scope of your responsibility. I 
would like to turn the subject around and talk about it from the 
stendpoint of the things you might question to avoid getting into 
trouble or to avoid cutting down on your own effectiveness or effici- 
ency. These are words of advice and may be hard to take, but never- 
the less it seems to me some of the things I want to say are the 
things which are good advice and are things to keep in mind. 


If you sre going to have this total responsibility, or wid@w scope, 
it means you pcople ought to be very well informed on general policies 
and procedures. Jt will be difficult for you to make a report on 
the progress or effect of the program, or any aspoct of the program, 
if you don't have e general idea of the objectives and general 
policies. That is apparent. But on the other hand, don't think 
you will become an expert in cvery field. I would be a poor person 
to go out and criticize your auditing of any borrower's books. I 
don't know cnough to intelligently criticize it. This matter of 
your becoming well informed must be limited to general policios 

and activities, as you surely don't want to try to criticize the 

sag of a line or some other engineering matter that somebody might 
bring to your attention. Not thet you would ignore it, but you 
went an expert to go out and criticize the work of the te@hnicians, 
You are a technician in your field and you wouldn't expect an 
engineer to come in and tell you about the fine points of your 

work any more than you would be expected to tell him of the fine 
points of his work. 


I just want to add a word of caution. You must keep informed and 
have & general idea of the changes in pokicies and their relation- 
ships with borrowers and the progrsj. Those ere things thet are 
importent to you as you make observation Motnes program “- progress 
of REA in assisting borrowers and lat of the cooperatives in 
carrying out their responsibilities. 


I used the word "observation" and I would like to say right there 
that my idee of a field examiner is that he is one who observes, 
during audits, the degree of compliance with and the effectiveness 
of plans, policies end procedures, as carried out by REA and bor- 
rower personnel, and thet he is not a personnel investigator. You 
cannot sey that a fellow goes into 2 cooperative office and observes 
exclusively and does not ask any questions and does not look into 
something that is put before him. However, if you get the idea, or 
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other people get the idea, that you are a snooper, or af agent 
of the Gestapo, your effectiveness will be destroyed. People 
are going to start covering up before you get there and your 
ability to get along with the employees of the cooperative 
will be impaired and there will be strained relations all 
eround. 


We don't want that to happen because we want you to mointain 
pleasant relations and keep on good terms with the borrowers 
end other people in REA. I want to emphasize that you must 
confine your ectivitics and your reports in connection with this 
additional responsibility, by and large, to observations. I 
don't want to draw the line too hard and too fast because solic- 
thing may come to your attention and you may feel thet before 
you write your report you need further information about it. 
You may feel you have to ask a question of someone. Make that 
question as unapparent, as to its purpose, as possible. Don't 
give the person in the cooperative office the idea thet you 
heave a new responsibility. Ask your questions casually so you 
don't create resistance or suspicion right off. 


Let us talk about this matter of travel that has bean giving us 
some concern. It may be reported to you, as you go about your 
work, that so and so from REA was there « couple of weeks sgo and 
Spent two days fishing or hunting. Maybe he did and maybe it was 
all right. Maybe he tock annual leave, but the mere fact that 

it occurred mey cause a question in your mind. You can see what 
trouble you get into if you ask questions of the cooperative 
people as to how long he hed been doing that sort of thing, cnd 
who went with him, and whether he took leave. The fact thet 

there was a little vecation activity might raise a question in 
your mind es to whether the fellow's travel report contained an 
explanation of time spent. If there was something to indicate 
that the activity in question had been going on for some time, 

you might ask e casual question of someone. That is the better 
thing to do then to go to the hunting lodge and ask when he arrived 
and if he shot anything. I am trying to point out thet you should 
not make specific investigations, as I sec it, without 4 specific 
assignment to do that sort of thing. I sey thet, not because we 
are trying to keep peace in the family, but beccuse I am trying 

to point out what I think will make your work more cffective. 


The main thing is that you don't want to get the reputetion of 
being detectives. You will find your work will be impeircd und 
we don't want it that wey. We went you to be in a position to 
give us good impressions -- impressions gained by you in your 
work that we want to know ebout. We would like to have the things 
you think ere good and the things you cen recommend, &s well as 
the things you think should be changed or corrected. If you get 
the idea that cll you are hunting for is some sort of fraud or 
irregularity or something similar, I think you will not be given 
the opportunity, end can't in your own mind, see the things we 
would like to have you sce and report to us. 
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One other thing: Don't get involved in a lot of arguments -~ 
arguments between other RFA representatives und the officials 

of the cooperative. That is easy to do sometines. Ltade; in 
accord with human nature, Stay purposely out of those personal 
arguments that come up between other REA people visiting the 
office and officials of the borrower. Don't get into arguments 
emong the maneger and the bookkeeper and the board of directors. 

~ don't think I need to tell you these things. They are things 
you would observe and would have watched, even though there were no 
ehange in your title or the responsibility of your division. They 
are good business procedures and make sense from the standpoint 

of administration. 


The next thing I want to say ig this: Don't report 6 Let of 
trivial things you observe around the office -- little personal 
actions of one kind or another, or © lot ef gossip you hear. Those 
things are sometimes interesting, but we don't have the time te 
listen to or read all of thom. Be factual and confine your reports 
to things that sre important. That is going to make your work 
more effective und will help us. We don't have time to read about 
all of the things that heppen. Wo are hunting for things that will 
make a contribution to the suecess, effectiveness and adminiatra- 
tion of the progrum and the work of our entire organization. Those 
are the things we want you to help us with in your observations. 


The next thing I want to mention is to keep your own conduct above 


reprozch or suepicion. You “re noe, of Course , diffcrent from 
anybody elec in that respoot, TI put it out to you a6 u& werd ef 
caution because somotimces we fail to see, in our relationships 

with borrowers, that we can ge only so far. You ere naturally 
inclined to fecl that yeu can bo friendly with the bookkeeper or 
manager, but it does not mezn you have to play cards with cither 
ene of them all night. It may be perfectly all right, but to the 
outside observer it may eppesr that the reason yeu did not show 

up until 11:00 the next morning was Pecause you did not get to 

bod before 4:00 a.m. Sometimes these things sre magnified. I 

know it ia incumbent upon you who are out there to ascertuin 

the facts, to be free in your own minds to ascertain these facts -- 
not in any way to be inhibited or restricted in your associations 
with the employees of the coeperative or anybody clsc. There again 
there is necd for judgment. You cannot give overyone the stiff 

arm end be cold and indifferent and not sympathetic. Someone may 
come to yeu and talk about his problems and you will have to listen. 
You cannot give the idea you do not care. You probably will not 
learn much eat all if you put » fence up around you. You would not 
want thut, but on the other hand, you will have to be careful about 
your personel conduct so that no one can have any grounds for 
suspicion or criticism of your own actions. 


Perhaps I have put more emphasis on tho things you should not do 
than thoge you should do. I heve put this cmphasis on because I 
wont to see you start off under this new title you have and your 
additional responsibilitics rather cautiously. Wo ere not roudy 
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to writo down everything you should do and not do in this new 
work. We are exploring with you the. possibilities you have for 
helping us get more effective work and better rolationships with 
our borrowers. You should go slowly rather than too fast because 
we do not want to create a lot of opposition for you and the REA. 


‘This reorganizatien, in my estimetion, requires more judgment, more 
tact, more ability, than what wo had before and I want to say it 

was net reorganization that caused that but the changed status and 
tho different relationships that grew out of the changed status. 

We are getting more mature and our borrowers are getting more mature. 
We should be changing our precedures in view of the maturity on 

both sides. 


The things I have been talking to you about may scom somewhat on 

the kindergarten side, so far as my wamning you is concerned, but 

ag I said, we are trying to take advantage of this changed status. 
We do not want to say that the old order is out, that here is 4 
cemplete revision of responsibilities and that we ere coming in 

to do new and different things and leave the impression that you 

ere the Administrator's bird dog looking after cverything and every- 
body. Thet is the sort of thing that is not conducive to the ef- 
fectiveness of our program. 


Your chief concern should be with reference to your approach to 


your new responsibilities -- the attainment of that balance which 
avoids snooping and yet does not call for you to be blind. 
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SUMMARY OF TALK BY LESLIE SURGINER ON "ACTIVITIES OF NEW 
DIVISION OF THH. CONTROLLER" we 


Internal Of the three basic groups in the division of the Controller, the . 


Accounting Internal Accounting Group has the responsibility for the internal 


' accounting functions of the Administration, Assistant Controller,’ 
Wells Ludlow, is in charge of this group. 


Within the Internal Accounting Group, the Voucher and Employee Account 
Section audits administrative and loan disbursement vouchers, including your 
travel vouchers; maintains pay-roll, leave and retirement records, including 
responsibility for all pay checks; and naintaing the cash disbursement registers 
for administrative and loan fundse* 0.0 fe. e! 


The Collections and Custodial Section receives and accounts for.collections 


and deposits such funds ‘in the Treasury; has custody of the loan documents; and 
distributes salary and. trevel checks pnd savings bondse ©" ' 


maintains the loans receivable edcataes renders 
statements to borrowers and applies payments | on loans receivable; prepares debt . 
service, delinquency, and other reports'on loans receivable; and, as requested, 
determines amortization factors and sheila data required in the Pag gory tig of . 
loan documents. : 


‘The Statistica 2s Section furnishes statistical advice and assistance 
to the Administration; collects and analyzes statistical and financial data, on 
REA programs and prepares reports thereon; conduct statistical plelbcdat and pro 
vides tabulating equipment ‘Service for RH A, | 


The General Accoun s¢tion maintains the general ledger: and other records, 
including those for aera! of obligations and ey a and prepares fin- 
ancial Statements and reports, f a 


Technical The ‘Technical Staff comprises that group within aie Div deaion whitch 
staff operates in a staff capacity to the entire organization with respect 

; to accounting matters, The group-is headed by Assistant Controller, ~ 
Kenneth Le Smith, a CPA, who was active for nine years as a nublic accountant, 
spent eight years with the Federal Power Commission, has taught accounting at the 
Universities of Illinois and Denver, and has’ ‘Bote as a utilities consultant.:, 
There are also other CPA's on the sta EE. eae 

The Technical Staff provides advice and assistance in the development, 
evaluation and improvement of electric, telephone and: locker plant borrowers! ° 
accounting policies, systems and procedures; assists in the solution of special 
program and administrative problems involving accounting and provides technical 
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advice and assistance in relation to RAEN accounting systems and examination 
procedures, 


Examination The third group within the Division is” that which has responeibalaty 
for examinations. It is. under the direction of Assistant Controller, 
Robert Stein, who has been with REA since 1941, in the capacities 

of auditor, field supervisor, regional head, and internal auditor. 


The Internal Examination Section, under the direction of the Internal 
Auditor, Eugene Riddle, has responsibility for the examination of administrative 
and program fund transactions and all related operations of the agency. This is 
carried out through ascertaining the degree of reliability of accounting and. . 
statistical data developed within the agency; appraising the effectiveness of 
operating procedures and internal records; determining that governing plans, 
policies, regulations, authorizations and procedures are adhered to and good busi- 
ness practices followed; and ascertaining the extent to whicr BEBO 4G of the agency 
are properly accounted for and safeguarded. 
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General It is in connection with the examination function, formerly included 
in the Borrowers! Service Sections, that the principal changes have 
occurred, The responsibilities of the Borfowers' Service Sections 

with respect to the advance of funds and the rendering of accounting advice and 

assistance to borrowers have been transferred to the area offices and line 
divisions, Our responsibility will be primarily ome of examination; however, we 
will render accounting advice and assistance to borrowers at the request of the 
area offices or line divisions, The internal examination une hAges at the field 
level will be performed ordinarily by the field examiners. 


We have combined the Northeast and Southeast areas inte the Eastern Section, 
and will have North Central, Western, and Southwestern sections which will cor- 
respond to the ‘area offices. Hach of the sections will be under the direction . 
of an Examination Manager and there will be three supervising examiners, tree 
to four telephone examiners, and 12 to 14 electrification examiners in each 
section. (The North Central Section will have only two supervising examiners.) 


The Examination Managers will bes Al O'Donnell (Eastern); Rolland Mars 
(North Central); Howard Paine (Western); and Bernie Loving (Southwestern). The 
Examination Supervisors in the field will be: Peter Johnson, Jim Murphy and 
Jake Rubenstein (Eastern); Don Hase and Pete Schwan (North Central); Johnny Bear, 
Maurie Kay and Bill Lines (Western); and Harvey Buchanan, Merrill Rigeen and Sid 
Hroch (Southwestern). 


Functions « The Examination Sections perform all staff activities with respect . 
to the examination of the Administration activities in the field in 
connection with the examination of borrowers! records, and determine 

that agency objectives are being achieved in accordance with administrative 

policies and procedures through: 


1. Examination of those borrowers! records and operations as determined to 
be made by the Administration. 


On 


Observation during such examination of any Significant, items affecting — 
the Administration! 8 sbeebs dd with borrowers, 

Appraisal of borrowers! Prepress systems and ne Report: to determine 
their effectiveness and recommend changes as necessary to provide for 
more complete and accurate BGR STADE: . 

_Under the Py ned Whe roy satay will be fewer RHA callers in the 
“borrowers! offices than before, . There will be less checking. by the 
various parts of the REA organization; therefore, our examiners will 


' pay more attention to what has happened hecause there won't be as many 


‘people as heretofore to make reports. The internal examination re- 
sponsibility in the field will be carried on by the field examiner as 
a’part of his regular examination, . The role of our examiners will be 
that of observers and not. investigators. It will be our responsibility 
to observe and factually report on compliance with established policies 
and procedures, This type of internal examination has as its primary 
objective the assistance of management in achieving the most efficient 
administration.of the operations of the org ganization. .This, objective 
bhai into major Botta 3 * follows: : 


ae The protection: of ae erect a of the agency, including the pointing 
- - oat of existing deficiencies to provide a basis. for ppEpoptas ve core 
nective action... This involves the following: ss AL 
ue 
(@) mts Pe the degree of reliability of account/and financial 
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oe Ascertaining that agency and borrower assets are. properly 
' '. aecounted for,and:safegyarded from loss... . 
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(3) -Ascertaining the extent of adherence by agency and, borrower re~ 
presentatives to established. fiscal and operating, policies, 
-plans, and procedures. 


b. The furtherance of the interests of the agency, including the rece 
ommendation of changes for the improvement of the various phases of 
the operations. This involves the following: 


(1) Reviewing anc appraising fiscal and operating policies and 
plans in the light of related data and other evidence, 


(2) Reviewing and appraising fiscal and operating records, controls 
and procedures in terms of their adequacy and effectiveness. 


(3) Reviewing and appraising performance under fiscal and operating 
p 
policies, plans and procedures. 


It will not be our resvonsibility to attempt to evaluate the 
ability or performance of individuals. We want you to know 
that the personnel of this division must and will aporoach this 
new responsibility cautiously, judiciously, and with humility. 
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4. Special examina tions and investigations as pe py Le - 


5. As requested by Lins divisions and area aff ides, installation of ate 
counting systems and rendering special accounting advice and 7 eit etic 


6. Technical adminstration of the program for the spa uttabases of- Werroware! 
records by certified public accountants. 


7.e Review of all examination or audit reports prepared by REA examiners or 
certified public accountants for policy matters, clarity, technical 
performance, fairness of examination, and program objectives, including 
appraisal of practicability and Faerie bist ont. of: recommendations made. 


8. Furnishing information to line divisions Qui area offices with respect 
to adverse financial trends or other pertinent matters pertaining to 
- borrowers! operations which may be developed through regular or special 
examination, 


9, As requested: by area offices and line divisions, discussion of exam. 
{nation reports with borrowers! boards of directors in unusual cases, 
such as those involving ma jor violations of policies, EP ee etc 


Methods of With respect to rendering special accounting advice Br assistance, 


Qperation the examination sections will operate in accordance with the general 


methods of operation indicated for all staff organizations, in- 
cluding the requirement that any contacts with borrowers be made only after 
specific authorization by the appropriate area director or line division chief, 


With respect to the examination program, generally field examiners will not 
contact borrowers except at the. request of, or in accordance with a schedule de- 
veloped in collaboration with, line divisions and area offices; however, field 
examiners may be assigned in specific cases by the Controller to examine bor~ 
rowers’ records in connection with the internal audit needs of the Administration 
without. clearance with the line divisons or area offices. 
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SUMMARY OF TALK BY L8SLIE SURGINER ON "STAFFING PATTERN. 
AND PLANS OF THE CONTROLLER'S 2 jh PO LS Sat 


Reorganization of the As you have probably levrned by this time, the criteria 
Staff to Meet Chancing for selecting borrowers to assume responsibility for 
Condi tions their own audits has been revised to permit a great ex- 
pansion of the CPA program. In making evaluations to 
determine whether the CPA program is applicable to a particular borrower, con- 
Sideration is now given to the borrower's record with respect to such matters as: 
area coverage, member education and nower use, maintenance, general managerial 
practices, and financial progress. Good financial progress, for this purpose, 
is considered to have been achieved if the borrower has earned at least standard 
debt service for the most recent three consecutive years or has indicated a trend 
in such earnings as to reasonably assure the earning of standard debt service in 
future years, 


Over 350 borrowers are to be added to the number already responsible for 
their own audits, and there will be left for REA audit only about 360 electric 
borrowers. Most of these remaining borrowers subject to REA audit are in the 
central area of the country, which means that a considerable number of moves of 
field examiners will have to be made to meet the workload in those areas where 
the CPA program has less effect. You are to feel assured, however, that we 
foresee plenty of work for the staff in general and that there is little likeli. 
hood of a widespread reduction in force. It is expected that we shall have 26 
grade 9 electrification examiners, 24 gerade 11 electrification examiners, and 
lo grade 11 telephone examiners, Field supervision is to be orovided through a 
staff of eleven examination supervisors, with three being located in each section 
except the North Central, which will have two. 


Planning the Field In line with the philosphy of the reorganization, which 
Examination Program is based upon that stated in Administrative Bulletin 


Noe 1, our division will provide examination service 
and accounting advice and assistance on a restricted basis and in accordance with 
the recommendations of area offices and line divisions. 


As will bestrong§y emphasized in all of the succeeding talks during our 
divisional meeting, we have a new responsibility for review of borrowers! internal 
control and for observation of REA overations and reporting thereon. In under. 
taking this new responsibility, particularly that phase dealing with observation 
of RHA operations, you are not only urged, but directed, to move forward slowly, 
be sure you are right in any comments you make on onerations, and in general to 
be extremely cautious in performing your new function until some definite ex- 
verience has been gained by the division which will permit the furnishing of 
more effective guidelines for your use. We must keep in mind at all times that 
we have been assigned this new function for the purpose of enabling us to provide 
the Administrator and the operating officials with information para will 
facilitate management control of the implementation of the agency's policies, 
plans, and procedures. This is rizht in line with the current trend in the 
government service toward increased accounting control and internal audit of 
administrative and program activities. In order to be of service to the 
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Administrator we must be careful to avoid any actions which will tend to lessen 
our effectiveness as unbiased observers. 


It is most fortunate that the Admin- 
istrator has consented to appear on our program a little later and tell us in 
rather exact terms just what he would expect of 


us in our field examination work, 


a 


INTERNAL AUDITING 
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Talk Prepared and Delivered by John ©. Cooper, Jr., Deputy Director, 
USDA, Office of Budget and Finance, at Old Point Comfort and Used as 
a Basis for Talk By Robert A. Stein at the Denver Conference. 


I appreciate very much this opportimaty to discuss with you some aspects of 
internal auditing and their particular application to your work in REA. I am 
gure you appreciate the fact that this is a subject which we could discuss for 
many hours, particularly if we tried to tie down the application of internal audit 
principles to specific problems encountered in your dayto-day work. All we can 
hope to accomplish is a ceneral discussion of fnternal auditing, touching briefly 
on certain highlights and elements which represent the real heart of this type of 
Management control. 


Aspects of Internal Audit Activities in REA 


In your agency you will be charged with audit activities which fall generally 
into two main categories, first, the audit of RBA's internal overations and, sec- 
ond, the audit of the REA borrowers. Under some difinitions, Someone might try 
to differentiate between these types of audit by referring to them ap internal 
and external eudits., Frankly, I feel tiat too much emphasis has been placed on 
this difference and that in many instances some of the sreatest values from the 
so-called external audits, in your case the audits of RHA borrowers, are the eval- 
uations of the agencies! operating procedures and relations with outside zroups. 
For example, as a part of your new responsibilities you are specifically charged 
with reporting to the Administrator on the effectiveness of RHA procedures affect— 
ing relations with REA borrowers, ‘This is truly an internal audit function and I 
can think of no more effective means of really aporaising the effectiveness 
and adequacy of these procedures than through the medium of your avdit relation 
ships with the cooperatives. . 


During our discussion, then, I will try to relate my comments primarily to 
the general activities included in an internal audit prograin with specific at- 
tention being given to certain elements which are essential to the sucess of such 
a program. 


What is Internal Auditing? 


In its early history, internal auditing was largely a clerical activity 
organized in many insta: ces primarily as a policing function, The principal 
objectives were. (1) the detection and prevention of fraud and (2) the detection 
and prevention of errors, Too frequently the entire emphasis was on fraud 
detection. 
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One of the clearest statements on the purpose of internal auditing was 
recently set forth by the general auditor of the Standard Oil Company of Cali. 


in achieving the most efficient administration of the operations of the organi. 
zation." The author of this statement is an individual who is entirely imbued 
with the management concept and approach for the internal anditor. We in the 
Department of Agriculture have the same concept as to the proper approach in our 
internal audit operations, 


Another definition of internal audit is — "an internal audit is an analvtical 


Survey of various business activities, wnich in general uses as its base or entree, 
the various record s—~orizinal or Summarized of the company. !! 


Recently a committee comprised of internal auditors of several of the 
agencies of the Department of Agriculture adopted the followins concept of internal 
auditing: 


"tInternal auditing is an independent appraisal activity within an organization 
for the review of the accounting, fiscoal, and other operations as a Basis for pro. 
tective and constructive service to management, It is a tyne of control which 
functions by measuring and evaluating the effectiveness of other types of control, 
It deals primarily with accounting and fiscal matters but it also properly deals 
with matters of an operating nature because of interlocking relationships with the 
accounting system, ! 


"It requires a vroper study and evaluation of the existing system of internal 
control as a basis for reliance on the system and for the determination of the 


extent of the tests to which auditing procedures are to be applied. In evaluating 
A EES UO WRLC AUCLtINE procedures are to be applied 


the system of internal control, recognition should be given to worl: performed by 
other management croups. 


"The objectives of internal auditing fall into two major phases as follows: 


"A, The protection of the interests of the organization, including 
the. pointing out of oxisting deficiencies to provide'sa basis” 
for appropriate corrective action, This phase of the objective 
involves such activities as} 


1. Ascertaining the degree of reliability of accounting and 
financial data developed within the organization. 


2 Ascertaining the extent to which the organization's assets 
are properly accounted for ond safeguarded from loss of all 
kinds, 


3. <Ascertaining the extent of adherence to established fiscal 
and operating policies, plans, and procedures, (In your 
REA audits, this would, of course, include an examination 
of the basic organizational and incorporation documents 
and authorities. ) 
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"B, The furtherance of the interests of the organization, including 
the recommendation of changes for the improvement of the various 
phases of the operations. This phase of the objective involves 
such activities ast 


1. Reviewing and appraising fiscal and operating policies and 
plans of the organization in the light of the related data 
and other evidence, 


2. Reviewing and appraising the internal fiscal and operating 
records, controls, and procedures of the organization in 
terms of their adeauacy and effectiveness. 


3, Reviewing and appraising performance under fiscal and 
operating policies, plans, and procedures. 


Internal auditing is senecrally considered as n staff or advisory 
function rather than a line or operating function. lt does not 
involve the right to exercise direct euthority over the other 
organivational units. Independence, however, is basic to the 
effectiveness of the internal auditing program. Interal auditing 
therefore, carries with it the freedom to review and appraise 
fiscal and operating policies, plons, and procedures. Such a 
review and appraisal does not in any way constitute approval nor 
does it relieve other persons in the organization of the primary 
responsibility assigned to them," 


You can readily see that we in Agriculture have adopted a broad concept of 
internal auditing, I would lile, however, to emphesize at this point that nowhere 
in our concept of the functions or duties of the internal auditor do we in any way 
disparage ct lessen the significance and importance of the verification aspects 
that are so truly those of the auditor, Our emphasis is merely on the additional 
scope and coverace of the internal audit activities. For example, to tie this 
down to your every-day operation, our internal audit concept says that you will 
verify payments under the construction program but that in making such verification 
that you will also give dve consideration to compliance with the provisions of the 
purchase contract and mortgage agreements, the use of materials procured under the 
contract, and any other similar items which may not be immediately involved in the 
verification of the expenditure under the contract. 


History of Internal Audit in USDA 


Before we get into a little more detailed discussion of internal audit acti- 
vities, you might be interested for just a few minutes in the background of internal 
audit activities in this Department. 


Some of the agencies in the Department have aad examination or inspection 
activities for many, many yeors. The Farm Credit Administration, for erample, 
which igs one of the few agencies in the Departvent which has a specific provision 
in legislation for its examination activities, has effectively carried out such a 
program since 1916. The Forest Service is another agency which has very effectively 
used a type of internal audit which they designate as an inspection service, 
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In more recent years, there has been a concerted effort to establish and 
utilize this type of management control in agencies having large decentralized 
type of operations and where it has been determined that such an activity could be 
effectively utilized, The former Director of Finance, Mr. W. A. Junp, was a firm 
believer in the effectiveness of internal auditing and, as many of you know, he 
continually pressed for the utilization of every effective device which would req 
sult in increased integrity in the expenditure of Government funds and the most 
effective and economical use of such funds for the purposes for which they had been 
appropriated by the Congress. I am sure that some of you may have heard his often- 
quoted comments; "It is immoral not to be audited." 


As a result of the sympathetic attitude of management in the Department and 
their ernest desire to continually effect improvements in operations, there has 
been a very close working relationship with the General Accounting Office both in 
the audit and accounting fields. Many years before even the enactment of the 
Government Corporation Control Act, the Department requested and reéeived GAO 
audits of Commodity Credit Corporation operations. This same type of cooperation 
with the General Accounting Office has extended today through the introduction of 
the comprehensive auditse It was at the request of this Devartment that the GAO 
first initiated the on-site audit in RMA of the loan activities a number of years 
ago. Subsequent events have clearly shown the wisdom of this decision. I merely 
bring this out at this point so that you will know that we in the Department are 
today encouraging the effective use of internal audit programs and are striving 
for the very best results throvgh a coordination of these programs with the audit 
responsibilities of the General Accounting Office. 


The following statistics may be of interest to you: 


28 percent of the burenus of Agriculture are under com. 
prehensive audit (6 of the 22 bureaus), 


80 percent of the total funds appropriated by Congress 
are under comprehensive audit. 


73 percent of the total full-time Agricultural employees 
are subject to the comprehensive audit. 


This does not include approximately 20,000 members of the County Committee of FHA 
and PMA and the County employees of PMA. If these employees were included, the 
pea ee of Agricultural employees whose activities or operations were being 
review by GAO would be higher, 


Coordination with GAO Audit 


I would like to take a few minutes to discuss some of the recent developments 
of internal auditing in Government. As you all know, until very recently all 
vouchers were sent to the General Accounting Office for a centralized desk audit, 
This system which had been followed for many years was generally recognized to be 
ineffective and outmoded. In recognition of the need for improved audit tech’ 
niques, the Congress passed the Government Corporation Control Act in 1945 which 
provided that the GAO would conduct a modern, on-site commercial type of audit 
of the financial transactions of each of the Government corporations. 
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In addition to. the deficiencies in the field of audit, it was also generally 
recognized that accounting and fiscal procedures in the Federal Governient had 
become outmoded through failure to keep pace with the trememdous growth in the 
size and complexity of the Government, A coordinated plan of action to improve 
accounting was developed and agreed to in the fiscal yeor 1949 by the Gad, 
Treasury, and Budget Bureau. Some progress was made toward the improvement of 
accounting and fiscal procedures during the period from inception of this program 
to June 30, 1950. Legal and permanent status was given to the program. by the 
Congress on September 12, 1950, (Public Law 784, 81st Coneress, which is lmown 
as the Budget and Accounting Procedures Act of 1950.) This law set forth a 
declaration of policy which embraced the objectives which had previously been 
published as those of "Joint Accounting Program" and in section 113 nlaced specific 

responsibility for the establishment and maintenance of accounting sys tems and. 
rnievapresmenaciaeroe ts on the head of each of the executive ag he rt of 
_which ains specifically to internal a udit reads as follows: 


Ay 'Sec, 113 (a) The head of cach executive agency shall establish and maintain 
systems of accounting and internal control designed to provide effective 
‘control over and accountability for all funds, property, and other assets 
mor which the agency is responsible, including merce internal audit. 


Senate Banart 2031 in explaining section 113 states as follows: 


'The fuego aes purpose of section 113 is to place upon 

‘ the head of each executive agency for the first time the 
clear responsibility for.the establishment and maintenance of 
an adequate and complete accounting system! 


The law and the reports thereon clearly point out that the system of internal 
control includes a comprehensive and independent internal audit of the agency's 
transactions. 


In addition to the service wiich internal audit organizations render to their 
own agencies, the work of toese groups, when properly aonducted, is being accepted 
by the General Accounting Office, thus vreventing duplication in the conduct of 
comrehensive audits of agencies and corporations. The Budget and Accounting 
Procedures Act of 1950 provides tiat the General Accounting Office will extend 
on-site or comprehensive type audits to the various executive agencies as rapidly 
as possible. <A number of agencies in the Department including KEA, in addition 
to the Government corporations, are receiving comprehensive audits of their 
financial transactions by the General Accounting Office, The General Accounting 
Office considers an independent internal audit staff to be an essential part of 
the system of internal control and has recommended establishment of such or. 
ganizations in those cases where this type of service was not being rendered. 


orts by General Accounting Office Avditors 


There is quite a long history behind the present system in RHA of advancing 
funds and accountability for loan funds by REA cooneratives. During this period 
there have been numerous discussions with GAO with respect to the type of docu- 
ments and also the type of accountability. Very early in these negotiations, the 
GAO accepted the premise that the most effective means of control was through the 
REA audit of the cooperatives, 
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More recently, this general theory has been accented by the General Accowute 
ing Office in connection with their comprehensive audit of REA. I would like to 
emphasize, however, that your audits of the R®A cooperatives as well as your 
audits of the internal operations of REA are a very important factor in the 
systen of internal control which the Comptroller General exnects REA to carry out. 


I am sure that Mr. Hoffman of the GAO will cover this subject thoroughly 
in his discussion with you but I would like to emphasize that from the position 
of the Department, we hope that not only will the work of the internal auditors 
be sufficiently well planned and well executed that it will be readily 
acceptable to the GAO auditors, but that your work pavers and reports will be 
carefully prepared and will adequately reflect the work which has been done. 


Prerequisites te the Establishment of an Internal Audit Program 


There are many factors which must be taken into consideration in establishing 
en internal audit program. Onve established there are also a number of factors 
which will materially contribute to the success of such a program. One of these, 
and to me the most important, is to have an administrator of the organization 
who is sincerely interested in the utilization of this particular type of service 
and who fully recognizes the benefits to be derived from the effective operation 
of such a staff. This initial requiremmt, of course, has been met in RFA and I 
can assure you that your Administrator is looking to you and depending on you to 
exercise every skill that is at your command to adequately report on the oper- 
ations of REA. Another important consideration is that there must be a type of 
organizatienal structure or elements of program operation involving delegation 
of responsibility, separate eperating units, etc., which justify the need for 
this type of management control. 


Qualifications of an Internal Auditor 


It might be well at this point before we get into a more detailed discussion 
ef the duties end responsibilities of the internal auditor to consider for just 
a few minutes the qualifications of the auditor. In a recent textbook on 
auditing, the author gives slmost two full pages of qualifications which he con- 
Siders essential to the successful practice of public auditing. Admittedly, 
many of these attributes are a vrime requisite to success in any profession. 


For our purposes teaday, let's say that the internel euditor must have basic 
technical knowledge end training in the accounting end auditing field. In 
addition, the following attributes are essential: 


1. He must be fair, tactful, cooperative, friendly. 


?. He must possess initiative, ingenuity, responsibility, curiosity, re= 
sourcefulness, enalytical ability, reasoning powers, and good judgment. 
* 
5. He must be able to recognize matters that are important as distinguished 
from unimportant. 


4. He must be trusted to conduct himself properly while away from head- 
quarters. 
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Pwo of these ney a little emphasis. in my opinion. ‘The first of these is~ | 
initiative and in some-respects one of the most important. Technical qualifi- 


_ cations and all of the.other attributes are necessary qualifications, Byt there 
is one thing that you must be convinced of and that is that no one at any level 


of operation can tell you exactly what to audit, when to audit it, and how to © 
audit it. Internal audit programs must be initially tailor-made to fit the - 
operations and must be designed as a management tool. It is, of course, re- 
cognized that audit programs must be prepared, scope of operations must de: con- 
sidered and well directed, and suggestions may be made from time to time such as 
I am sure will be covered during the course of your meetings here, but none _of 
these’ in any instance can take the place of the responsibility which is placed on 
each of you individually to exercise all of the initiative which he can coment i 


Ee agcores perform the job which the Administrator of REA and your roller 


Another of the personal qualifications essential to the success of. an.auditor 
is that of :judgment. It is, of course, difficult to draw a fine line between ~~ 


‘some of these personal attributes, but let me emphasize that the facility with 


which a job is accomplished, the thoughtful attention given to the materiality of 
items disclosed during an avdit, and the application of judgment in the method. 


/ and technique of reporting items.which you consider warrant management's attention 


are all aspects: of the exercise of the judgment factor on wich the suceess of you 


> vrogram may ici ae 


dacthes and: 4 } 
organization and: ieevatine pr ocecure This may seem to you to bea orntud tous 


suggestion but unless the internal saben is’ fully familiar with the scope, 
purpose, policies, and vrocedures of his administration, it will be impossible 
for him to accurately report to management on the effectiveness of such matters 
as they affect the operations of the agency. 


Duties of the Internal Auditor 


Our present day condepts of interndl auditing, as has been previously 
indicated, do not require the auditors to follow the traditional balance sheet 
program which is fregqpentily ysod in the field of public accounting, I would 
certainly’ grint that in your work in REA one of your tee sk pe will be to 
determine the financial condition of the REA cooveratives, but let me emphasize 
again the management aspects of the statement on eee ty AYA VBE anc particular. 
the ae three imortant points: 


1. ‘tt is tw tiles of management control 


fe 8% he) an exemination and appraisal activity 
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matters ug 


I do not want to in any way de~emphasize the - impor tanee of the specific re. 
sponsibilities which you have.to cover ‘completely a review of financial .operations, 
This aspect of your work I have more or less taken for sranted in .my discussions 
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Our point of emphasis is on the additional responsibilities which you must now 

assume under>the broader and expanded scope of your charter in REA to review, ‘ 
appraise, and determine the effectiveness of systems of internal control and the 
necessity for observing and reporting on all types of procedures, records, reports 

and other control devices which may have been established in connection with either 

the operations of the focal es rere or the Administration. 


Objectives of Natbinghtatatt Activities & ‘ 


While the general eeersaan: objective of internal auditing is to assist manage. 
ment in achieving the most effective administration of the operations of an agency , 


its many. subsidiary objectives can be classified under two general headings: (1) ‘ 
Those which are ess prc soya protective, (2) those which are essentially COMM, OR" - 4 
structive, 


Protective Objectives of Internet Auditins 


The protective Spgeketeen comprehend not only the detection and prevention of 
fraud and errors, but the rendering of many other services designed to protect .the 
interests: of an AGENCY. 


The BbdoteRDttas of modern management and the necessity for decentralization 
of activities have forced administrators to delezate more 2nd more of their normal 
operating and administrative responsibilities. Conditions of this kind create an 
increasing need for a staff to keep management informed concerning the carrying out 
of its directives and provide a natural situation for the effective utilization of 
an internal audit staff, Ina way, the internal auditor supplies manacement. with 
an extra pair of eyes} he surveys, observes, apnraises, and draws to management's 
attention those matters which he pica should receive consideratione 


The following are eine of the and aveaive protective duties? 


(a) The auditor is charged with the responsibility of ounsiading the 
application of REA's policies, and is required to report any 
variations not in the best interest of : REA. Of course, some 

variations may be good. 


(b) It is also the duty of the auditor to review the recording and 
"accounting treatment of fiscal transactions to note their con. 
formance with established procedures. 


(c) The observance and appraisal of the effectiveness of operating 
plans, procedures and policies required by management for its 
information and guidance, is also a function of the auditor. : y 


(d) It is a prime responsibility of the internal auditor to ob- 
_ serve the system of internal check to determine its adequacy and . 
effectiveness. 


(e) The auditor is expected to detect waste, exposures, haz asaay 


- and other contingencies that might adversely affect RZA's 
interests. 
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(f) In addition, the auditor should review and evaluate accounting: 
and statistical data to detect inaccuracies and fallacies that 
might go undetected and thus cause management to act upon un 
reliable information. . 


While these aire only a few of the many items that come under the heading of 
protective service. I believe they are sufficient to illustrate the true meaning 
of this term, 


This protective service is not set up because of any lack of confidence in 
subordinate executives or the clerical workers who handle the details of trans- 
actions, but for the reason that experience has proved that exceptions, deviations, 
and imperfections Go develop, even, in the best regulated organizations. 


Constfuctive Objectives of Intérnal Auditing «' - 

The constructive objectives of the internal auditor are congerned vith 
furthering the interest of the agency through seeking out possible ways of improve- 
nent of the various phases of the operations of the agency. ‘These may i:volve (1) 
policies and plans, (2) internal records and the procedures which relate to the 
matters there recorded, and (3) the performance under existing plans, policies, and 
procedures. For example, in connection with your review of field application of 
REA's policies, you not only observe compliance therewith, which is a protective 
service, but also note their effectiveness. You may find that in actual practice 
ghey do not work out as management anticipated, either in whole or part. You may 
feel some modification or revision would be desirable. In such a case, you report . 
your facts: to Management for its consideration. Your report will become a source 
of dependable and objective information, which management officials may use with 
confidence in planning and carrying out program activities. 


Internal Auditor is a Staff Official 


It should be remembered that the auditor is not a "line" executive but a 
"Staff" man, and as such he does not sive orders; he merely reports facts for a 
line executive to consider and to take such action as the circumstances may re- 
quire. The auditor does not hold himself out as an expert in all phases of busi-. 
ness management, and therefore many of the matters on which he comments are Subs 
mitted for the attention and consideration of competent authority. 


Because the auditor's responsibilities require him to review the functions 
of other employees, make appraisals thereof, determine imperfections and de- 
ficiencies and express opinions concerning matters which he feels need consider-— 
ation, some employees are apt to get the false idea that he is trying to run the 
business. I feel that if the employees of an organization could beeter understand 
the auditor's duties and responsibilities, and the objectives of the internal audit 
functions, an improved relationship coulc be developed between the auditor and 
other personnel, A real internal auditor truly wants to be helpful and not a thorn 
in anyone's side, 


The internal auditor must be honest, fair, impartial, unbiased, tolerant and 


considerate, yet fearless enough to revort fairly to management the results of his 
ezaminations. But in doing so, he shovld be constructive and not merely critical. 
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Independence of Internal Auditor 


You will note that in the very beginning of the statement on internal 
auditing, the first important word is "independent." This recognizes that the 
internal auditor shall have the maximum independence possible within an organi. 
zation. Independencé also means complete detachment from line responsbilitiecs, | 
In REA, you have such independence, 


Internal Audit Reports 


No discussion of internal audit activities would be complete without devoting 
a few minutes to the importance of internal audit reports. It “as been my 
experience that while report writing is possibly. one of the most important of the | 
duties of the internal auditor, yet it is frequently the most neglected. 


_  . Admittedly, writing any kind of a report is a difficult job and certainly it 
is more difficult for some individuals than for others. When you add to this-dif. 
ficulty the necessity for taking facts and figures and interpreting them in such a 
way that they will serve management's needs and hold management's interest, it 
becomes a problem of considerable importance. | 


Iam sure that.I do not need to emphasize tthe, fact that audit reports must be 
accurate, brief, and clear. Too much emphasis cannot be placed on the necessity 
for the presentation of facts on a completely objective basis. Experience has 
indicated that more difficulties and misunderstandines arise because of a failure 
to completely and objectively present all of the facts than almost any other one 
part of report writing. The report must be brief if it is to hold the attention 
of management, . 


A few years ago, the general auditor of the General Motors Corporation 
advised his auditors to always keep five things in mind when preparing reports: 
(1) correctness; (2) clarity; (3) conciseness; (/:) courtesy; and (5) character. 
There is no question but what these five elements are equally essential pre- 
requisites to effective report writing and management acceptance in your work in 
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PRINCIPLAS OF INTERNAL CONTROL 


Talk Presented by Harold J, Selinsky, Systems etek aah, General a 
Accounting Office, at REA Field Conference, Denver, Colorado, 
June, 4952. 


This talk is partially in duplication of an eeelier 

talk on the same subject delivered by BE. T. Nolan, 

Assistant Chief, Accounting Systems Division, 

General Accounting Office, at the REA conference at 

Old Point Comfort, Virginia. Incomplete notes make 

it impossible to include Mr, Nolan's exact discussion 
. in this summary, 


My assignment today is to talk about the principles of internal control. 
There is much to talk about in such a subject -- much more than I thought there: 
was when I began preparing what I would say to you, Since then, I have been . 
literally haunted by the subject of internal control. I no longer can eiter any 
kind of business establishment without first casting my eye about for obvious . 
internal control features. In most stores the thing that catches my eye is’ the 
cash register -~ an internal control device that brings the buyer into the control 
Scheme by telling him how much he is being charged for his purchase. At the . 
same time it calls the attention of other employees or the manager to the fact: 
that a register is being opened, and also adds up the total cash receipts for the 
day that the salesperson is accountable for, which amount is concealed from the 
salesperson. 


In buying gasoline at a service station, I notice that the pumps measure the 
gas that is delivered into my tan end compute the total sales price. I.also 
noticé that the pump records total gasoline deliveries as well as total sales 
price of all deliveries. I use’a credit card and notice that the station keeper 
writes up the transaction on a pre-numbered, multicopy sales invoice which he 
asks me to sign. , 


In making a purchase at a department store I find that the sale is recorded 
on a pre-numbered, multi-copy, multi-purpose sales slip, which I sign. Before I 
can leave the store with-my purchase, I find that I must go to a wrapping desk 
where I observe the wrapper comparing the s2.les slip with the articles. wrapped, 


These are ordinary transactions, yet aaah illustrates a common, SED 2) COAGH 
of internal controls in our daily lives. 


I am sure that internal controls existed ever sincé man's activities were 
expanded to the point where it became necessary to hire others to carry on some 
phase of the business, because controls in one form or another are.inseparable — 
from business activity. Ts an 


There has always been recognition given to the fact that internal control °* 
g0es far beyond ‘accounting transactions and applies to all management activities. 
An early example of the breadth of internal control may be found in our own 
U. S. Constitution. The idea that the three branches of government would serve 
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as a control or check on each other was cledrly advanced. by those who supported 
the adoption of the constitution ~~ as well as by others ever since -— even as 


recently as a couple of weeks ago, ~ 


The breadth of internal control is well set out in a recent special report 
on Internal Control by the Committee on Auditing Procedures ofthe American 
Institute of Accountants, which tated: °° 5. 


% 


"Internal Control comprises the plan of organization and all of the 
coordinate methods and measures adopted within a business-to safeguard 
its assets, check the accuracy and reliability of.its accounting data, 
promote operational efficiency, and encourage a@henence to prescribal 
managerial policies," & simran, 


This definition recognizes the importance of the safeguards or internal checks 
which should be an integral part of the accounting system, and at the same time, 
1% stresses that part of the controls which functions in the area outside of the 
accounting system. — nirths ; eef 


his recent years there has been a-steadily growing understanding by manage- . 
ment as well as by the public accounting profession of the significance of 


devé loping sound internal controls, This understanding is attributed to the 
following factors in the Svecial Report on Internal Control, which I just mentioneds 


"1, . The scope and size of the business entity has: increxsed to the point. 
where its structural organization has become complex and widespread. 
To contro] operations effectively, management must depend on the 
reliability of numerous reports and analysese 


apa Thé primary responsibility for safeguarding the assets of concerns and 
. preventing and detecting errors and fraud rests-on Management. Main~ 
tenance of an adequate system of internal control is. indispensable to 
a proper discharge of the responsibility. Meas 


B95 -oThe protection which a properly functioning system of internal control 

affords against human weaknesses is. of paramount importance. The. 
check and review which is inherent in a good system of. internal control 
reduces the possibility that errors or fraudulent attempts will remain 
undetected for any prolonged period and enables management to place 
grenter confidence in the reliability of data. 


"4, It is impracticable for public accountants to make detailed audits of 
most companies within economic fee limitations. Furthermore, a 
subsequent examination cannot be regarded as substitute for the excercise 
of proper controls in ‘the actual handling of. transactions. "! 


The foregoing points are stated in terms which seem applicable to private . 
business activity. However, the same factors, restated in terms applicable to — 
the business of the federal government, are: algo responsible for increasing re- 
cognition of internal control there. In September, 1950, the Congress enacted 
the Budget and Accounting Procedures Act of. 1950 in which repeated reference is 
made to internal control, In that Act, the policy of the Congress is declared 
to be (in part) that "the accounting of the Government provide full disclosure 
of the results of financial operations, adequate financial informationneeded in 
the management of operations and the formulation and exceution of the Budget, 
and effective control over income, expenditures, funds, property and other assets." 
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This Act further provides that the responsibility for establishing 2nd 
maintaining the systems of accounting and internal control designed to carry 
out the policy of Congress rests on the head of each executive agency. 


In carrying out the responsibilities of the General Accounting Office under 
the Act (as well as others) full recognition is given to the agency systems of 
internal control both in the approving of accounting systems and in the audit 
program, 


Of primary importance in any system of internal control is the plan of 
organization, Business enterprises today are of such size and scope that the 
exercise of personal supervision over the conduct of operations is no longer 
possible. This, of course, is also true of federal government activities. 
Consequently, suitable orzanization plans must be developed based on a number of 
factors such as the type of enterprise, its size, the extent of geographical 
separation of its activities and many others. The plan should be as simple as 
feasible; it should be flexiable so that changing conditions would not materially 
affect the arrangement; and, the point we are most concerned with, the plan of 
organization must lend itself to the establishment of clear lines of authority 
and responsibility. 


An adeauate plan of organization should provide for oreanizational ins 
dependence as between the operating, custodian, and accounting departments, 
The basis for this is that no department should control the accounting records 
relating to its own operations, Failure to provide for a separation between 
the accounting and operation departments might result in misrepresentations of 
costs or operating results which would be misleading to management. When the 
accounting department is independent of onerations and has no direct intecrest 
in production other than the accurate recording of cost data, there results a 
series of checks on authorizations and conformance .o plans, This separntion, 
therefore, enables the accounting department to present to management the kinds 
of reports that are required for control of operations, reports which management 
can accept as completely reliable,» 


The custodian department should likewise be separate from the accounting 
and operating departments. T:is seems fairly obvious when we consider the 
separation of the cash receipt and disbursement functions from the accounting 
function, However, the same principle applies to the materials department. 

The storekeeper should not have access to the records by which his custodianship 
is to be judged, 


The internal audit function should also be separate from the operating 
departments, The internal auditor should be so placed within the organization 
that he will heve complete freedom to review and appraise the activities of all 
departments without bias or fear of refusal from any department head. 


Accompanying the proper functional separation of activities is the 
establishing of the responsibilities of each department to permit their efficient — 
operation as a part of the total organizational plan. Further, there should be 
a clear delegation of authority in keeping with the responsibility assigned. 

These should be set out in written form available to all who are concerned, In 
this way each such person will have a clear understanding of his own responsibility 
and authority as well as those assigned to others, 
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It is important that within each department responsibility is delegated 
downward from the department head, These responsibilities should also be set 
out in writing. 


Obviously, the best designed system of written assignments of responsibilities 
and delegations of authority will brealfdown if inadequate attention is given to 
the personnel factor, First, careful attention should be given to the selection . 
of qualified personnel.~- including officers, department heads, and operating 
personnel, In addition to reviewing technical qualification, consideration 
Should be given to the moral background and character of prospective employees. 
This can sometimes be adequately taken care of by securing fidelity bond coverage, 
Secondly, careful attention should be given to adequate training. The sal 
employee should be informed of the functions of each of the departments and, 
especially, of each organizational unit within his own department. Provisions 
should be made for encouraging employees to prepare themselves for assignment of 
additional responsibilities by taking special courses of study either by them 
selves or in group.sessions. Thirdly, there shovld be developed a method for 
checking on employee performanes to determine that the prescribed procedures are 
being followed. This ‘can be accomplished in a number of ways! by review by 
supervisors of their subordinate!'s work; by developing »rocedures in which the 
work of one emloyee serves to check the work of another; or by special devices 
such as internal audit, standard costs, budgetary controls, and others, Fourth, 
provisions should be made when practicable for rotations of worl assignments 
from time to time. In some cases this can be adequately provided for through a 
policy of requiring employees to take varations each year during which time the 
duties are assigned to some other employee. il il 


A careful selection of employees, adequate training, a system of reviewing 
perfornance, and rotation of duties ~~ these are all important to internal control, 
Important also is the factor of employee morale. If employees are happy in their 
jobs -- and this includes "ésprit de corps" —. things are less likely to go wrong, 


To a very great extent effective internal control is baseddon the development 
of an adequate system for recording operations and transactions and for classis 
fying accounting data within a formal account structure, This system works best 
when the procedures and forms are developed in a written manual available to all 
employees for reference purposes. Where the organization is a large one, or 
where the organization is geographically widespread, written procedure mannuals 
are indispensable, Frequently, in smaller organizations procedures are developed 
without putting them in written form, However, internal control is mich im. 
proved wren this is done, since there is no better way to hold an employee to 
account than to have a written procedure for him to follow, 


Part of an adequate system of recording transactions is the development of 
suitable forms and the procedures for their approval and logical flow. Forms 
should, of course, be as simple as fensible so that they can be understood and 
completed easily and guickly. They should be designed to serve as many purposes 
as practicable to keep to a minimum the number of forms required. For example: 
an@ approved sales invoice may serve as the basis for entry in the accounts, as 
the shipment authorization, as the basis for preparing sales analyses and 
summaries, and as the document for computing salesmen's commissions. JForms 
should also be developed so that proper handling would of necessity provice 
adherence to the control procedure which has been set up. | 


' Internal check devices we often see in connection with forms are the use of 
Prenumbered forms, copies of different colors to facilitete vrover routing, copies 
having printed routing instructions, and the use of mechanical devices that re- 
tain one copy under lock, 


The medium for classifying accounting data is the chart of accounts. The 
accounting system cannot operate satisfactorily without a written chart. A 
carefully developed chart should facilitate the preparation of financial state- 
ments end reports; it should classify accurately the assets, liabilities, revenues, 
costs and exvenses in sufficient detail to be useful to management in the con- 
trol of operations; it should describe clearly what should be contained in each 
account; and it should provide controlling accounts when necessary. 


In connection with controlling accounts, I would like to make a distinction 
between controlling accounts and what I call summary accounts. The latter are 
accsunts whose postings represent a summary of the nostings made to detail accounts. 
On the other hand, controlling accounts are those whose entries are made from 
Sources indevendent of the entries to the Subsidiary accounts. For example, the 
accounts receivable control account would be debited on the basis of total sales 
on account and credited on the basis of the total cash collections on account. 

The accuracy of theseposting operations would, in fact, be controlled by the 
general ledger account. 


When adequate procedures and forms are provided for, sound practice in their 
execution must also be developed. The procedures adopted and reduced to writing 
should provide the steps through which transactions are authorized and recorded 
and the custodianship of assets accounted for. Sound practices should provide 
for assuring the integrity of the authorizations, recordings, and custodianship. 
Of prime importence is the division of duties end responsibilities between de- 
partments as well as within departments. By division of duties and responsibilities 
is meant providing that no one person will handle a transaction completely from 
beginning to end. It is here that the small organization vresents a problem. 
Usually, however, there are two or more employees, and a suitable division of 
duties can be achieved to provide the maximum of internal control under the 
circumstances. 


There are many illustrations that can be develoned to show how sound 
practices serve to strengthen the internal control system vrovided for in the 
adopted procedures. Two illustrations should suffice. 


There is no area in which sound practices serve more to determine whether 
satisfactory control exists then in the payrolling process. The procedures provide 
for the various forms to be used, such as employment and salary or wage rate 
authorizations, time cards and reports, time tickets, and so on. The punching 
of time clocks, called for by the procedures, becomes effective internal control 
only when observed by timekeepers as a regular practice. Job md time tickets 
should be checked against clock cards and payroll earnings. These checks should 
be performed by a department indenendent of those handling the other phases of 
the transactions. Payroll checks or envelones should be distributed by persons 
in no way connected with the prevaration of the payroll. Unclaimed checks for 
envelepes should be held under indepéndent control until called for. 
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Purchasing and receiving procedures also require sound practices to provide 
effective internal controls. The purchasing department should purchase only on 
the basis of written authorization originating in some other department. 
Receiving clerks should be independent of the purchasing department and should 
receive all materials delivered. The procedures should call for this, and 
the forms developed might provide a purchase order form bearing printed delivery 
instructions. . The receiving report and a copy of the purchase order: should go 
to the accounting department where the transaction: is entered in the accounts 
and where independent control is exercised over approval of vendor's invoices. 


From there a properly approved voucher covering the transaction should be forwarded 4 


to the treasurer's department for issuance of the check, 


It is relatively easy to take apart some of the aspects of internal control 

and talk about them for awhile. We should not lose sight of the fact that a 
system of internal control is a tailor-made proposition, molded to given cir- 
cumstances. Hach part of the system is colored by the other parts and must be 
merged into a smoothly~functioning whole. A system of internal control is not 
something to be developed and installed and then left alone, There must be a 
periodic review made to strengthen the system as changing circumstances make 
necessary. In short, eternal vigilance is the price of effective internal control, 


I hope that as I talked, some of you have been able to envision applications 
of the principles of internal control to the problems of REA borrowers. The 
advantages to the borrowers of developing effective internal control systems may 
be summarized as3 . 


1, More effective control of operations through increased reliability of 
reports and analyses, 


2» othe safeguarding of assets. 
3. Prevention and detection of fraud and errors. 


4, Better audit service at lower cost.-~ whether by REA auditors or under 
the CPA program, 


The other day Mr. Wickard mentioned that he felt that the telephone systems 
to be aided by loans from RUA should be modern systems in every respect. I think 
sound internal control systems should be a part of those modern systems, Your 
constant efforts toward this end will do much to nelp R“A borrowers and thereby 
help REA in its fine program, 
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APPRAISAL OF INTERNAL CONTROL 


_A MAJOR FACTOR IN PLANNING THD AUDIT 


Comments Presented by T, A. Hoffman, Audit Manager, 
‘Division of Audits, General Accounting Office, at REA 
Field Conference, Old Point Comfort, Virginia, June 11, 
1952, and Used as the Basis for a Talk by Richard Platte 
at the Companion Conference in Denver, Colorado, 


In the early days"of professional auditing, it was customary practice to 
make detailed examinations of the records and transactions of businesses, 
Audits then involved the examination generally of every transaction.:of the busi-~ 
ness and a complete check of invoices, payrolls, and other similer original. 
documents, as ‘well as a complete verification of postings to accounts and ~ 
journals and of footings of the records. In fact, such audits generally entailed 
a complete tracing of all of the work of the bookkeepers and clerks employed by 
the organization being auditeds | 2 


_ Complete audits were then more within the realm of practicability, ‘and were 
only possible because businesses were relatively simple, as were ‘their procedures 
and methods of accounting. Fortunately, in those days taxes were fewer, payroll 
tax deductions were non-existent, and Government regulations for businesses 
were less extensive or, in those cases where they did exist, they were less com 
plex, In addition, accounting methods were not so precise in many instances, 


In the ‘intervening years, it is well known to all of us how the industry of 
this country has expanded and developed, not only in the financial and industrial 
centers, but also in the agricultural areas with which you are most vitally con. 
cerned, Business orcanizations have becone more complex; business activities 
have become more intricate; tax and Governmental regulation requirements have 
increased; and also accounting procedures and techniques have been developed 
and refined to produce greater accuracy in financial recording and reporting. 


Along with these developmerits, the field of auditing’ livewise has undergone 
a change; more than a mere change, it has-been a process of evolution, . Today, 
because of present day business complexities and extents, it is no longer 
practical for external auditors (or public accountants) to make detailed audite 
and examinations.: ‘To meet: these changing conditions, auditors (or public 
accountants) originally directed their attention to the devices which are 
known as internal thecls, and through recent years have concerned themselves with 
features of business operations today commonly referred to as:‘internal control —. 
internal control in its broadest concepts. In making examinations, auditors to~ 
day are placing more-and more reliance upon businesses! systems of internal 
control, supplemented by test-check and sampling techniques. saat 

If, under these: premises, an auditor is to rely upoh internal controls, he 
must know what the controls are, and he must thoroughly understand their - 
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significance regardless of the purpose of his audit. Even if he is undertaking 

nothing more than a belance’ sheet audit intended .to produce financial statements 
without a detailed report, the auditor should always examine the methods of 

control and test their working before he accepts the books as a basis for a rc 
balance sheet which he proposes to certify as evhibiting a true and fair pre- 
sentation of the financial condition of the company. An auditor whe has certified 
a balance sheet which subsequently may be proven to be substantially incorrect, 
and then seeks to defend himself on the ground that the balance sheet was in 
accordance with the information and explanations. secured by him and: was as shown 
by the books of the company, would find his defense gravely compromised if it 

were demonstrated that the accounting methods and controls of the company were 

so lax and inadequate that no reliance could properly be placed on the books. 


“In addition to this reason for an appraisal. of internal control, which 
reason may appear to be of principal benefit to the auditor, there is another 
consideration which is of particular importance to the management of any business. 
An auditor, as a professional accountant, has an obligation to make his work as — 
valuable to the organization concerned as is possible within the limits of the 
circumstances surrounding his assignment.. Experienced auditors acouire extensive 
experience in various business organizations, This experience should make it 
possible for them to survey the procedures and controls employed in a given 
instance and to recognize inefficient, improper, or weak practices and controls 
which should be brought to the attention of the management for correction or im- 
provement. In addition, the conduct of such a survey itself, aside from the 
verification of financial transactions and results, and the application of in- 
telligent tests of the working of the accounting system invariably produces a 
valuable moral effect within the organizations. 


Some may contend, however, that despite these activities, irregularities 
and defalcations still will occur. But no one will claim that, just because 
crimes are still committed, the laws and the police are of no value. (I do not 
intend to imply; however, that an auditor should be looked upon as a law enforce- 
ment officer.) 


Methods of Aporaisal 


The usual methods of reviewing and appraising internal controls, as followed 
in the public accounting profession, involve almost uniformly the use of a 
questionnaire on internal control, Although ‘trere are certain valid objections 
to the use of any form of check list, it should be recognized that the more 
serious inadequacies resulting from such use generally are the fault of the 
individual who uses the questionnaire instead of the document itself. Many 
auditing organizations have developed cuestionnaires which.approach perfection. 
From experience, I have seen such cuestionnaires used with excellent results by 
Navy Department auditors (cost inspection personnel) who conducted audits in the 
plants of shipbuilding contractors during the last war, Here, the construction 2 
activities were similar for the industry, and contract financial regulations 
were uniform, Consequently it was possible to develop extremely comprehensive 
questionnaries which could be used effectively in practically all of the ship- ? 
building organizations, 
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More closely related to your work, however, are the activities of 
certain public accounting firms which audit large numbers of public utility ac- 
counts. In certain public accounting firms, particularly in the days of large 
and complex utility holding company systems, the auditing of public utilities 
(and public utility accounting) has been regarded as a specialized field. 
Generally such firms have developed guestionnaires for review of internal control 
which may be used effectively for all of their public utility clients. (I under- 
stand that here in RHA a project is underway to develop such a form for use in 
your work, ) 


The questionnaire, normally, should consist of, a series of questions designed 
to emphnsize the functional aspects of the accounting procedures and division of 
responsibility. Its primary purpose is to establish that all transactions of the 
business are adequately protected, and it should provide space to indicate briefly 
what controls have been established, and to indicate clearly instances where 
controls are weak or inadequate. 


Generally such a questionnaire wovld follow the outline of the balance 
sheet accounts, but it should also include sections for specific activities such / 
as handling of cash receipts and disbursements, billing of consumers, purchasing, 
inventories, construction, retirement and maintenance of property, and, in the 
case of REA borrowers, could well include questions designed particularly to 
indicate the extent to which the borrowers! procedures assure compliance with 
RHA loan requirements and regulations, 


It is desirable that a questionnaire of this nature be designed so that it 
may be retained as a permanent file document and used in successive audits for 
a period of years. In this manner complete appraisal of internal controls may 
be built up over the course of several audits if necessary, each year's findings 
providing the basis for increasing or decreasing aucit Scope in successive years, 
Bach year, however, a satisfactory review should be made to determine changes in 
internal controls, and, of course, particular attention should be devoted to 
those areas'in which deficiencies have been noted during previous years, at 
least until satisfactory improvement has been attained. 


In addition to the use of questionnaires on systems of internal check or 
control, many auditors use what is sometimes called the procedures review method 
of appraising controls, In the apnlication of this method, the auditor generally 
selects certain classes of procedures each of which he reviews thoroughly by 
reviewing written manuals, discussions with company personnel, personal obser- 
vations of the working of the procedure or system, and examination of authentic 
documents which are processed in the particular procedure, This examination ig 
supplemented by various tests such as cross-checl:s with related procedures, 
checl:s of footings, computations and postings, and study of the reports or other 
results produced by the procedure. Some of this appraisal work is quite 
frequently performed along with the actual audit. An example of such a procedure 
might be the payroll system, in which the suditor would examine and trace the 
mechanics of the operations from the original payroll source, such as daily time 
ticlets, to the final pay-off of personnel, He should not overlook, either, the 
hiring procedures by which personnel are placed on the rolls and the separation 
procedures which should effectively insure the discontinuance of payments to a 
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released employee. This “etailed review micht well be confined to only one pay-' 
roll out of the total period under audit, If the auditor's review discloses no 
weaknesses’ in procedures, and that all reporte” costs represent proper paynents 
for services received, he might well he justified in ovlacing reliance on all 
other nayrolls, If, however, he shovl¢e find reasons te doubt that the payroll 
reviewed is prover, he wovld have the responsibility of reportine this fact to 
the commany, and also to extene his aucit procedures to the extent necessary to 
Cetermine the full effect of the jinacequacies in the navyroll procecures, 


In this type of anpraizal the auditor generally is required to nut forth a 
greater recording effort than uncer the questionnaire method, Normallv he will 
prepare a record of the operation of the vrocedures reviewed in narrative form 
for incornoraticn in his workine papers. This memoran‘um will then be retained 
in his permanent file of working papers for use in Aesienins his audit program, 
anc also for use as sunporting evidence to justify the procecures, tests and 
sampling techniques he may employ in the actual examination of the accounts, 


The procedure method has hoth advantages and disacvantazes compared to the 
questionnaire metho? of appraisal, The principal advantage, as I see it, is that 
it requires the auditor to use his initiative and ingenuity and eliminates the 
Ganger that he may perform only a perfunctory job in answering his questionnaire, 
The principal Cisadvantages avpear tc be first, the ‘arge amount of time and 
effort that is required in the preparation of the original narratives, secon, 
the possibility that an auditor, due to inexperience, may not recognize significant 
internal control features or inadequacies which might he listed in advance on the 
questionnaire form so that he will recognize them in his review, ane third, the 
difficulty of reviewing such narratives in subsequent years, i revising or 
amendine them to reflect changes which may occur. 


My personal preference for annraisin’ internal controls is a combination of 
both of the methors which I have just cescribe@, involvine principally the use of 
a comprehensive questionnaire supplemented by narratives on vrocedures only in 
certain special or unusual instances, As an example, consider the instance of 
clearinz accounts such as those used for stores expense, and transvortation 
expenses, or the troublesome account in the REA system known as a suspense account, 
The questionnaire properly coul¢ inquire as to whether these accounts are cleared 
regularly. In this case, an affirmative answer might he assumed to incicate a 
good situation whereas a negative answer woulc be consicereda a bad situation, 
However, the fact that the accounts are cleared refularly to construction, main- 
tenance or operatins accounts Coes not necessarily prove that the basis Aaa for 
clearine is a proper one. In this instance, it would anpear acvisable that the 
auditor resort to the procecure method, in which he woul€ examine into the 
propriety of the charges which are accumulated in these accounts, anc should as- 
certain the basis on which the charges are cleared to other accounts and the 
circumstances which justify the use of this basis. A narrative recordine of his 
findines then shoul? be incorporated in his working paper files to be used as a 
check on possible chanzes that may be made by the company in future years. 


As an example of results produced by the procedure method, I might mention 

the case of a certain Government agency which engares in the production anc sale 
of power anc nerforms a large volume of its own construction, In our review, it 
was foun“ that the agency customarily relieved its administrative expenses of a 
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portion of such costs which were allocated to its construction activities and 
capitalized. The allocation was based on a detailed time study made by the or- 
ganization for a selected month of each year, Although this appeared to be a 
satisfactory procedure, successive reviews by the auditors disclosed that the 
organization was using the same month each vear Since it had assumed that this 
month was a representative month. As a result of the auditors! questioning, the 
agency recognized that certain other months of the year might be regarded as 
equally represntative, and that non-representative,periods 4l1so.-had an influence 
on the amount to be allocated, Accordingly the agency adopted the practice of 
conducting. test studies at other periods in order to assure itself that operating 
Costs were not being unnecessarily relieved. The final developement in this 
incident occurred a short time ago when, due to a tremendous increase in the . 
volume of construction without a corresponding increase in administrative costs, 

. it developed that the continuance of the basis of allocation would have resulted 
in the capitalization.of a far greater percentage of administrative expenses than 
could reasonably be justified, ThisvrestLted in a reduction of administrative 
expenses allocable to other operations that did not appear resonable. As a ree 
sult, the auditors suggested that a ceiling be placed on the percentage of admin. 
istrative expenses that could be capitalized, thereby preventing excessive 
capitalization of overheads and producing a more accurate picture of the costs of 
other operations, In all of this problem, the auditor's working paper memorandums 
relative to the agency's procedures were of valuable use in disclosing the 

. Situation wnich developed, and in arriving at a proper. solution. 


Internal Control Considerations in Planning an Audit 


There is no hard and fast rule requiring the application of certain audit 
procedures because of an auditor's findings in his review of internal controls, 
Zach plan of audit requires the exercise of professional judgement in relation. 

_ Ship to the auditor's appraisal of. the procedures and controls in effect. In its 
statement of "Auditing Standards", the American Institute of Accountants has 
stressed this point in the following quotation: 


"The independent auditor must also exercise $his best judgement in determin. 
ing. the scope of this examination and in deciding whether the interests of 
stockholders and creditors justify the time and expense involved in the 
extension of any particular line of inquiry.,..It is the duty of the in. 
dependent auditor to review the system of internal check and accounting 
control 80 as to determine the extent to which. he considers that he is en. 
titled to rely upon it. To exhaust the possibility of exposure of all 
cases of dishonesty or fraud, the independent auditor would have to examine 
in detail all transactions, This would entail a prohibitive cost to the 
great majority of business enterprises—.~a cost which would pass all bounds 
of reasonable expectation of benefit or safeguard therefrom, and place an 
undue burden ow industry. 


"It is worthy of repetition that the extent of sampling and testing should 
be based upon the independent auditor's judgement as to the effectiveness 
of intenral control, arrived at as the result of investigations, tests, 
and inquires. Depending upon his conclusions in this respect, the inde- 
pendent certified public accountant should extend or may restrict the. 
degree of detailed examination," 
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I recognize that sedeneiy of this is otieorebitdal and therefore it seems desirable 
that we should get down to some specific cases which may apply to your auditing 
work, I have reviewed the RBA. "Handbook for Field Auditors" and I believe that 
it contains an excellent presentation of standard audit procedures and of related 
internal control features that should be considered. It is therefore difficult 
to mention points which may add to your information, however I have noted a few 
items which may be helpful to you in planning and conducting your audits, You 
should bear in mind, however, that these are personal ideas, and they do not 
necessarily represent the official opinion of KEA or of the Department of Agri- 
culture. 


Bank Heconei aeons 


Under the description of an effective system of internal control for cash, 
it is stated that "Bank statements should be carefully checked each month and 
should be reconciled with the book accounts by a different individual from the 
one responsible for making deposits and drawing checks." The related audit pro- 
cedure subsequently described is to "Obtain all bank Statements and cancelled 
bank vouchers for the period under review and reconcile bank balances as of the 
audit date with the amounts reflected in the related cash accounts in the general» 
ledger." Here, I believe, auditors might seve some time and effort: through ef- 
fective apnraisal of control methods. Aside from the recommended internal control 
points, it would appear rant the avditor should determine what controls are ex~ 
ercised over the company's bank reconciliations after they have been made by the 
individual: whose duties are separated from those of the cashier, In this respect,. 
it ig desirable that, in addition to the independent reconciliation, the original 
reconciliation records of the company be maintained under control so that the 
cashier does not have access to them at any time. There is no objection to 
furnishing the cashier with copies of the reconciliations if needed by him? 
however, if all reconciliation recor’s should be made available to the cashier, 
there would be no effective oan Bie over cesh from this standpoint. 


However, if the auditor should find that the reconciliations have been 
prepared independently and that the original reconciliation work sheets are kept 
under proper control, it is reasonable and proper for him to place reliance on 
this control procedure, and to eliminate from his audit program the preparation 
of bank reconciliations independently by him, Rather he would be justified in 
using the company's official reconciliation files for the purpose of making 
checks and tests to determine that the bani accounts have been reconciled properly 
and that all reconciling items have been shown correctly, and represent proper 
outstanding items at. the balance sheet date. To establish proper support in his 
own working papers, the auditor may obtain copies of the company's reconciliations 
on which he may record the procedures followed by him in verifying their accuracy. 
Such a procedure will produce a substantial savings in audit time as compared to 
a procedure where the auditor prepares bank reconciliations on a completely in- 
dependent basis. 


Accounts Receivable 


The importance of proper controls over accounts receivable, billings, and 
collections cannot be overemphasized in your work because all, or substantially 
all, of the borrowers! revenues are accrued through these accounts. Through a 
proper analysis and examination of the accounts receivable accounts, it is 
possible to trace nearly all revenues of an electric borrower through accounts 
receivable accounts to final collection or other disposition, 
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In verifying account balances at a given date, however, it should be 
recognized that the number of utility accounts represents a substantial bulk of 
items and, therefore, that to verify each account is a time consuming process, 


I refer to the audit manual procedure which instructs auditors to confirm 
balances in the accounts receiv.bdle ledgers to the extent deemed necessary. In. 
developing adequate audit procedures for accounts receivable, the auditor should 
concern himself with the character of the accounts as well us the controls. 
Ordinarily it is found that residential accounts and other small accounts which 
represent the greatest volume are more susceptible of routine procedures which 
afford adequate control. In addition, the large volume of these small accounts, 
in money, may represent but a small portion of the value of all accounts if the 
borrower has other accounts with industrial, municipal or other large consumers, 


The large accounts are generally with organizations that maintain adequate 
records and therefore are in a position to express a reliable confirmation of 
the correctness of the charges made against them; however the computations of 
charges for service rendered these customers sometimes are complicated by power 
demand and other technicalities which are difficult for the average auditor to 
test check, ‘Sometimes each large account is covered by a contract designed only 
for its Series circumstances. 


Eanes of these features, the auditor usually cannot rely on internal «vob 
controls over the large accounts as greatly as he can with respect to the smaller | 
accounts which follow a uniform pattern. Accordingly, in laying out accounts re- 
ceivable confirmation procedures, I believe the auditor should consider a rather 


extensive coverage of industrial and other large consumers! accounts. 


For the smaller accounts which lend themselves to relatively simple and 
repetitive operations, the auditor should concern himself primarily with as. 
certaining whether ue system of internal control is adequate, and his confirmation 
procedures should be limited, in most cases, to a relatively small test to deter- 
mine that the system operates properly and provides adequate protection. 


In RHA, I have always been intrigued by the self-meter-~reading and self- 
billing procedures followed by some borrowers, since this practice is not common 
in the privately-financed electric utility industry. Where such a procedure is 
followed, the auditor should consider control features necessary to adequately 
protect the borrower. In both self-~reading and self~billing, there should be an 
adequate periodic check by borrower representatives on the figures reported by 
consumers, In this check, also, the principle of rotating the representatives 
who make the checks should be considered so that incorrect or improper reporting 
will be disclosed within a reasonable period. Without these safeguards, the 
auditor's: job is difficult, Obviously, a confirmation received from a consumer 
who or has reported incorrectly is valueless. 


To overcome these obstacles, the auditor should’ employ other techniques and 


iy examine into other controls that may exist. If self-reading or self-~billing is 


‘employed, the auditor should concern himself with the borrower's records on system 
“energy in-put, total KWH sold, other dispositions, end line losses, If he can 
satisfactorily account for the distribution of the system in-put through billings 
to dons sumers, he well tine have a basis for limiting confirmation and other work 
on accounts receivable, Likewise he should determine whether the borrower has 
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adequate .records on and control over consumers! meters to assure that energy bills 
are rendered for all meters in service, and that meters reported as not in 

service are satisfactorily accounted for, Here a monthly meter report which may 
be reconciled with the total number of consumers billed may be used by the auditor 
as a basis for limiting his receivable verification work. Tihave seen several 
instances where public utility employees have conducted a profitable personal 
utility business on the side, simply because their employers did not control and 
account for all meters owned by the company.) 


Materials and Supplies and Purchasing 


For this item, I will diverge a bit and tell you about an auditing and 
internal control problem encountered in my own work, In the past, the General 
Accounting Office has made what was !mown as a centralized audit of Government 
accounts which involved the forwarding of paid original docunents from the 
agencies to GAO, where the documents were audited and retained, Under recent 
auditing and accounting developments this type of audit is being eliminated and 
- replaced by a site audit or comprehensive audit, thereby permitting the agencies 
to retain the original documents which previously had been forwarded to GAO. 
Under the old audit procedure, there was adequate protection to the Government 
against duplicate payments, made erroneously or otherwise, since agencies were 
restricted to making payments only on original documents, and when once paid, 
the documents went out of their possession. Consequently there was no urgent 
need for invalidating documents when paid by the agencies, Under the new 
procedures, however, GAO,auditors have found that some agencies, being accustomed 
to the old procedures, have failed to cancel paid vouchers which are now retained 
in their files. Such practice, obviously, provides inadequate control and pro- 
tection against erroneous or fradulent duplicate payments, 


Both the Accounting Systems Division and the Division of Audits of GAO have 
conducted a vigours campaign to now require agencies trat are placed under the 
decentralized type of audit to cancel, upon payment, not only the paid invoices, 
but also all supnorting documents such as purchase orders and receiving reports, 
This practice permits the auditors to place greater reliance on the agencies!’ re- 
cords and accounts than otherwise would be possible, Equally as import, it affords 
the agencies a proper protection over disbursements for which they are held-ac- 
countable. 


Construction Accounts 


Construction accounts could be the subject of a very lengthy discussion, 
however, I will mention them only briefly, From my experience, it appears that 
borrowers! construction has been supervised closely and quite adequately by RHA 
through various loan regulations and through the activities of REA engineers. 

Here it seems that REA auditors have an opportunity to reduce their audit efforts 
substantially if an adequate understanding of REA's construction supervision pro- 
cedure ig obtained by the auditor, and a thorough review is made of the borrowers! 
compliance with the. requirements. I believe that the controls existing normally 
are such that a ‘substantial amount of property account anslysis work now performed 
is unnecessary. Construction project close-outs and work orders are subjected to 
close RHA engineering examination and approval, This control feature should be 
relied upon to the fullest extent possible, which I believe would free the auditors 
for doing some constructive and practical audit owrk which I will.now discuss. 
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Operating Accounts 


I will frankly tell you that I have slways been somewhat concerned over the 
REA audit of borrowers! revenues and expenses. I recognize that REA has manage 
ment and other experts to analyze operating trends, however it seems to me that an 
auditor cannot satisfactorily determine what his audit coverege should be sLGES 
he also gives some attention to the study of operations. 


To know that operating revenues or expenses have increased or decreased a 
certain number of dollars and a certain DOTLABIBEDS and that various expenses 
constitute various percentages of gross reveuves is interesting, However, the 
reasoni' why these increases and decreases have occurred is not only more interest- 
ing, but must be known to determine where audit effort should be emphasizede 


Since all revenues come from consumers, the maintenance of consumer statistics 
by the borrower is important. In analyzing revenues, I think the auditor should 
consider how the revenues have been vroduced and why a vear's revenues may have 
changed as compared to the previous period. He will find that revenues change 
because of changes in the number of consumers, because of changes in average con 
sumption of electricity, and because of changes in rates. 


I believe that audits of your borrowers should include such a study as a 
basis for extending or limiting audit procedures, 


For example, assume that during a given year 1,000 customers using an 
average of 1200 KWH per year at a rate of 4¢ per KWH produced a total revenue 
of $48,000. In the next year, assume that revenues reported for this class of 
consumer total only $36,000., a 25% reduction. Consecuently, if average con- 
sumption per consumer has remained constant and there has been no change in 
rates, it would appear t-at the number of consumers has decreased by 25%. LE 
this not found to be the case, then the auditor needs to do some extended work 
on accounts receivable and revenue verification, 


Similar tests, it seems, should be applied by auditors to expenses, such as 
power purchased, fuel purchased when borrowers operate generating plants, and 
other expenses, Maintenance cost variations should be reviewed to determine 
whether unusual climatic conditions or other factors have existed which can ree 
sonably account for the changes. 


This may seem to get away from internal control; however, I suegest that if 
the information desired here is regularly produced by the company, then these are 
features of internal control which the auditor may well use in considering the 
reduction or increase in the scope of his audit. Many auditors ordinarily con. 
sider that by analyzing balance sheet accounts and by tying-in the related 
ogee to the various income and expense accounts, they will have accomplished 

a satisfactory audit. This is not always true, but if such a procedure is a 
proper way to verify operating results, then it seems that a reverse procedure 
of starting with a verification of operating eccounts, and procedures particular- 
ly, ond then worlsing back to prove debit and credit items in the balance sheet, 
also should be effective. 
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The point I want to make here is that I believe that andit efforts, when 
based on an adequate appraisal of internal controls in effect, ¢an be more 
effectively applied if the emphasis is taken off the meticulous verification of 
minor account balances in the balance sheet and is directed towards obtaining : 
a comprehensive knowledge of underlying procedures and accounting results. 


Let me give you one. more example before I lenve this item. I believe you 
realize that current operating provlems of borrowers have been receiving more 
attention from REA engineers in the last year or two. The major construction 
phases have become substantially completed, but now as electric systems operate 
and grow older, the question of maintenance becomes extremely important. This 
probably will be an increasing item of expense in. the operating accounts. 


In making analyses of maintenance accounts and similar operating costs, 
much time can be wasted by preparing lengthy schedules which show only the dis. 
tribution between labor, materials and other charges. Analyses of this type 
should be avoided. It is much more important to determine the nature of the 
maintenance work done and the company's basis for the distribution of charges 
as between operation, maintenance and replacements, particularly where work in. 
volving all of such items is concerned. 


Working Papers 


I have been asked to comment on worlring paper documentation in connection 
with appraisals of internal.control by auditors. Preparation of proper working 
papers is a challenge to any auditor, and only the best auditors can meét this 
challenge successfully, More frenuently it is found that auditors either ac- 
cumulate too many working papers.containing useless information, or present 
pepers that are too brief to offer conclusive evidence that they have made a 
complete and satisfactory audit. Too seldom do we reach that degree of fineness 
that produces a complete and concise documentation with a minimum of time and 
effort. 


I have commented upon the use of a form of questionnaire on internal control 
and upon the preparation of working paper memorandums in connection with the pro- 
cedure review method. Evidence of internal control appraisals, however, should 
not be confined to these two portions of an auditor's working papers, but, where— 
ever practical and recuired, such evidence should be recorded on individual 
schedules and work sheets. 


All auditing organizations are constantly faced with the problem of proper 
working papers. For example, one firm performing a large amount of public utility 
work once wrote a memorandum to its staff cautioning them on certain instance 
noted in reviews of public utility working papers. where procedures could be made 
more efficient. Some of the points mentioned are these? 


A. "Working papers are weal in that account explanations, memoranda on procedures 
followed and conclusions reached are either too condensed or too involved ; 
to be of maximum value, Mcre stress must be lsid upon putting concise and , 
understandable data in working papers. The working papers should indicate 
the source of data and the extent to which it has been checked by us," 
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B. "The work on property accounts is often poorly planned with the result that 

_ unnecessary detailed analysis is done. In many cases too much emphasis has 

_ been placed upon analyzing a large ‘percentage: (in dollars) of the total con~ 
struction and too little upon determining accounting policies followed in 
connection with blanket work orders, etc, Frequently too much of- the property 
analysis is turned over to inexperienced juniors, It has been noted that: 
work order analyses often contain lists of small items not vouched or ee 
which might better be érouped into one total, 


C. "Tt was noted iat many unimportant balance~sheet accourits, such as minor 
' prepayments and deferred items, both debit and credit, are unnecess sarily -being 

analyzed by months. In most cases a determination of the theory. of the ac. 
count, what the balance at the end of the period represents, and the company's 
proposed disposition thereof, together with a statement indicating the in. 
‘significance of the total debit and credit transactions in the account, are 
all that are required. In this connection, of course, the relative signifi. 
ance of the account should be measured, not by the balance at the end of the 
period but by the volume of transactions during the period. 


D. "More emphasis must be placed upon principles followed by clients res their. use 
of clearing accounts, If this is done, less detailed ana Lysis may suffice, 
-In recurring annual examinations, analyses of such clearing accounts as 
transportation expense, tool expense, supply expense and house service expense 

- often may be limited to a summary of the montaly debits and credits, with a 

detail analysis of one or possibly two months of the charges and credits 
thereto. If the method used in-clearing the account has anepeen a Siwy the 
year, the change should be noted and Ser 


E. "More attention. srowla be given to the proper costing of dovistinnidd iB eeilddne 

expense in relation to similar items, if any, charged to regular utility 
operations, Items which are often distributed arbitrarily as between mer. 
chandise and jobbing and utility operations are merchandise supervision, 
salesmen's salaries and commissions, rents, purchase and warehouse expense, 
provision for uncollectible accounts and general bookkeeping. We should 
determine that merchandise and jobbing revenue is stated on the basis of 
proper accounting principles, "! 


You will probably note that these illustrations are directed at saving time 
‘and effort as well as at the accomplishment of a more effective audit through the 
examination of the purpose and effect of accounting procedures. Professional ac. 
countants must keep audit costs down to a practical level to sty in business, and 
likewise they must verform effective audits. You have similar responsibilities 
to your employer, the Government; namely,responsibility to produce the most ef 
fective audit possible at the lowest possible cost to the taxpayers. 


Audit Reports 


The last item I have to comment upon is the subject of audit reports. I 
believe that your present reporting policy provides for reporting, under the general 
comments section, the more significant matters regarding procedures and internal 
control in the audit reports, These comments, I believe, shovld be confined to 
those items which might have a substantial or serious effect on the financial . 
position of the borrower, Other items, however, provided they are not trivial, 
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also should be reported to the borrower te make them matters of official record’ - 
and to make it possible for the borrower to receive the maximum benefits of the 
andit. ‘Many pofessional accounting firms regularly follow the practice of sum. 
marizing their findings and their appraisals of internal control, and after each 
audit they furnish their clients with a letter pointing out instances wherein 
controls may be strengthened and economies may be ¢ffected. 


In REA it appears that this kind of reporting is mostly done on an informal 
basis. Consequently, there seem to be instances where no'. positive record of such 
findings and reportings have been made, I do not wish to make suggestions that 
might overburden field auditors with the preparation of special letters and reports 
jin addition to the audit reports; however I believe that improvement miei be pose 
‘sible in thee direction without imposing an additional burden. 


My suggested solution here is rabubicesin asia hs Briefly it would involve 
the preparation of such letter reports or memorandums to borrowers in the central 
office in Washington where such work could be handled efficiently by a special 
staff. To make this possible, however, field auditors would have to lend a hand 
in the preparation of adequate, understandable working papers from which the re~ 
Pam could be prepared. 


Working papers may be coiehdbes as the raw material from which auditors! 
reports are prepared, The papers represent the connecting link between the books, 
records, policies, procedures, and internal controls underlying the financial 
statements examined and the audit report submitted to the borrower. Working papers 
constitute the only proof of audit work performed, as well as the record of audit 
findings and conclusions. An auditor should look upon each work sheet as a 
separate report to his superior on the audit task essigned to him. Working papers 
can stand the test only if a superior can take the papers prepared by an auditor 
and prepare an audit report from the working papers without asking questions. If 
your working papers can stand this test you will have done a proper job. 


Whether the report is prepared by a superior or by the auditor himself, there 
should be no difference in the preparation of working papers, conduct of the audit, 
or appraisal of internal controls, An auditor does not perform these functions 
solely for the purpose of reporting to himself, Others must rely on his work. 


‘I commend the general policy adopted by REA in its audit work-—a policy in- 
tended to produce conformance with professional accounting and auditing standards 
and procedures ag nearly 48 may be practical. In this respect, I feel it is 
proper to call to yq@ur attention the standard wording for your audit reports which 
has been adopted from the public accounting professions 


"Our examination was made in accordsence with generally accepted auditing 
standards applicable in the circumstances, and included such tests of the ace 
counting records and other supporting evidence as necessary to determine the 
effectiveness of the internal check or control maintained by the ROrr Owes and 
such other procedures as we considered necessary." 


That is a large and important statement. The reader of such a statement 


immediately has a right to consider that you possess competence in auditing and 
accounting techniques, and to rely upon your skill, your dudgment and your 3,.” 
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integrity. REA borrowers and your superiors and officials in RHA rely upon that 
Statement. The Government and the taxpayers also rely upon it, and we in the 
General Accounting Office, as their auditors, hope that our reviews will vrove 
that it can be relied upon. 


In making that statement, however, you must accept the responsibility that 
goes with it. You have stated that you have met standards of auditing procedure 
that will justify you in saying that the financial statements "oresent fairly" 
the information furnished to the reader of the reporte You have stated also that 
in selecting these auditing procedures you have exercised your best judgment based 
upon a personal review and understanding of internal controls and procedures, and 
that you have designed your audit work to fit the conditions existing in the par. 
ticular audit assignment.. You must be prepared to prove these statements, not 
only to yourselves, but to #11 others concerned. 


If you plan yow tests of the accounting records and other data carefully, 
based on an intelligent appraisal of the systems of internal control, you will 
provide a high degree of assurance as to the reliability of the financial state- 
ments. You will also place yourselves in position to make more effective and 
more efficient audits, in keeping with the best interests of the Government. 
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OBJECTIVES, PLANS AND PROCYDURES OF THE SXAMINATION 
O98" PROGRAM 


Talk by Robert A. Stein at the June, 1952 
REA Field Conferences 


Return to the In returning to the Accounting and Auditing Division, 

Division henceforth the Division of the Controller, I find it a 
real pleasure again to be associated with friends and ac. 

quaintances of former -ears, Wose who have come into the division since I 


left, and to look ahead to the accomplishments which are anticipated for the 
Examination Group of the division, I would like to emphasize the tremendous task 
which we face in effectively discharging the responsibilities which the Adminis. 
trator has seen fit to cive to us in the reorganization. The job can be accom. 
plished only through the co-operation of the entire staff, with a great deal of 
the load necessarily resting on those staff members who will be on the firing 
line, making examinations. Your co-operation and best efforts are earnestly 
solicited in meeting the challenge ahead-—~that of rendering protective and con. 
structive help to the administration in discharging program responsibilities in 
the most effective and efficient manner. 


Preparing for Our Mr, John Cooper has given us at the conference (at Old 
New Responsibilities Point Comfort) some very sound and basic information con. 
cerning the internal audit approach and I am sure has been 
extremely helpful to all of you in your attemts to visualize just what will be 
expected of you as internal auditors, Messrs. Nolan, Hoffman, (at Old Point Com. 
fort) Selinsky, and Platte (at Denver) have presented valuable guidance on the 
subject of internal control which I feel sure will greatly assist you in completing 
more satisfactory audits in less time. The adecuate fulfillment of your respon 
sibilities as field examiners under the new concept depends to a great extent 
upon the application of principles and philosophy you have neard expressed, With 
out a thorough understanding of internal control and the evaluation thereof during 
an audit for planning the execution of the audit work, your performance is not 
likely to meet the professional standards which will be expected of RHA examiners. 
Likewise, it will be most difficult to obtain expected results in the evaluation 
of REA's relationships with borrowers without having a thorough understanding of 
the concepts of internal auditing. The point I am trying to make is that each of 
you must ta’e to heart and apply in your daily work some of the concepts brought 
out ieee men who have spoken at the conference on internal auditing and internal 
control, 


Training Plans We must realize that the presentations at the conference 
are merely the Kick Off to the new approach and that much 
study and self improvement on the part of all/us will be 

necessary to gain the background required to do an effective job for REA. It is 

anticipated that considernble emphasis will be placed on training our examiners 
to this end during the months immediately ahead. As a first step, we plan to 
make available to you in some form all possible information on the subjects of 
internal auditing and internal control, including copies of the talks you have 
heard here. 


We are at present in the process of developing some internal control check 
lists for use in appraising the borrowers! internal control systems. In fact, we 
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are going to make every possible effort to have policies and procedures relating 
to the new concepts developed and in your hands so that a training conference may 
be held before the end of the calendar year. I might add that we my also give 
you an examination covering both internal auditing and internal control at about 
the same time, or perhaps a little later, devending upon when we can get suf- 
ficient information in your hands. We are expecting every examiner in the field 
to have proper understanding of the new approach, 


Tentative Plan of Although we have not as yet worked out all of the details 
Field Qveration of the proposed plan of field operations of the Division of 


the Controller, ovr preliminary studies have indicated that 
the following basic procedures will be established for accomplishing the exam 
ination: program, 


1. Unless otherwise directed by the Administrator the examination manager 
will collaborate with the line organizations in develoning an annual 
schedule of RHA operations audits, CPA audits, RSA construction audits, 
and special audits, and, to the extent possible, a program for the as- 
Signment of field exaniners to render accounting advice and assistance. 


2e In order to have current informetion on which to base recommendations for 
a schedule of various types of audits, the examination managers will 
obtain about May of each year tie recommendations of the examination 
Supervisors with regard to the cheduling of audits for the new fiscal 
year, The examination supervisors are to present the basis for their re~ 
commendations, such as information on travel required, economies expected, 
etc. 


32 Within the framework of the annual schedule of audits as agreed to by the 
examination managers and the line organizations, the office of the 
examination manager will develop specific assignments ror the field 
examiners, giving consideration to all pertinent information available 
in the Washington office. The partially prepared assignment sheet will 
be forwarded in triplicate to the appropriate examination supervisor, to- 
gether with the field filé: relating to the particular borrower. (This 
file will be maintained in the Washington office of the examination 

Manager throughout the year until such time as it is appropriate to for- 
ward it to the examination supervisor for his use one for transmittal to 
the field examiner. The field examiner will of course return the file to 
the examination supervisor with his completed audit report for ultimate 

forwarding to the Washin-ton office.) , 


4, The examination supervisor will review the #pecficassignment prepared in 
the Washington office, add to it any comments he feels appropriate, desig- 
nate the estimated dates of the assignuent, affix his signature, forward 
the original to the field examiner, retain a copy for himself, and return 
one copy to the examination manager. This same procedure will be applied 
to the making of accounting advice and assistance (AAA) assignments, In 
case such assignments originate in the field, the supervisor or the field 
examiner will prepare the three covies of the assignment schedule and see 
that they are properly executed and distributed. 
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If minor adjustments are necessary in the annual schedule of audits, the 
examination supervisor will exercise responsibility for adjusting such 
examination schedule in collaboration with the responsible representative 
of the line organization. When such adjustments are made, examination 
managers must be promtly notified and advised of the reasons therefor. 


The examination manager will keep currently informed as to the status of 
the examination program and will have letters prepared for release by 
the Washington offices of line organizations notifying borrowers approxi- 
mately 30 days in advance that audits are to be made by REA examiners. 


The examination supervisor will endeavor to visit the examiners on the 
Job during as many of their audits as possible, preferably near the con 
clusion of assignments, to review work accomplishments, render advice and 
assistance as necessary, and to sssure that the examination is suf- 
ficiently wide in scope and ig professionally performed in a manner which 
will accomplish the overall objectives of the examination program. This 
includes a préliminary review of the examiner's contemplated report for 
adequacy of coverage, soundness of recommendations, general tone, reli- 
ability of information presented, conformance to accepted standards of 
accountants' writing, and other qualities of good reports. Supervisors! 
visits of this type during an examination need not be cleared with re- 
presentatives of line organizations. 


Under special circumstances, such as where unusual conditions exist in 
borrowers! offices, or where examiners are expected to require special 
assictance, examination supervisors will male surveys of borrowers! re- 
cords for the purpose of ascertaining the status of the records, out 
lining for line organizations recommendations for improvement where 
necessary for examination pursoses, and suggzesting to the examiner as 
signed the t:pe of examination program requiréd under existing circum. 
Stances. All such pre-audit visits to borrowers by examination 
supervisors will be cleared with responsible representattives of line 
organizations, 


During supervisory visits when examinations are in progress, the 
examination supervisor will participate with examiners in conferences 
with borrowers' officials and personnel by which such representatives of 
the borrower are informed of examination findings and of recommendations 
being made to REA with reference to matters covered in the examination, 


Field examiners, in carrying out examination assignments, will prepare 
such adjusting journal entries as they feel appropriate to correct bor. 
rowers! records and to assure presentation of the actual financial 


condition, Such journal entries will be discussed with the manager and/or - 


the bookkeeper and will be presented to the latter for incorporation in 
the general books of the borrower, As in the past, the examiner is to 
observe that the entries are placed on the books before he departs from 
the borrower's office, J 


In making adjusting journal entries during examinations, field examiners 


are to keep in mind the objective of malting only such adjustments as are 
required to cause the books to reflect actual conditions in accordance 
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with approved accounting principles. They should avoid making trivial 
adjustments which would not be significant in relation to showing a 
proper statement of financial condition, Lilewise, adjustments designed 
solely to illustrate accounting principles or procedures should not be 
made. 


During the course of audits field examiners should take note of, and re- 
port to their supervisors, any types of accounting advice and assistance 
which they feel should be recommended to the line organizations for per- 
formance on behalf of the borrowers. In case of the discovery of dire 
need for technical assistance by borrowers in the establishment or main- 
tenance of accounting records, the examination supervisor should not 

wait for the report to be forwarfod to Washington, but should telephone 
the responsible field representative of the line organization and inform 
him of the situation, Furthermore, if there are any matters, accounting 
or otherwise, which appear to demand the immediate attention of the 
Washington office of the line organization, the field examiner is to cite 
them in a memorandum to the examination manager (with a copy to the exan- 
ination supervisor) in order that they may be brought to the attention 

of the line organization at once. 


The examination or audit report and all related papers are to be for- 
warded immediately upon comletion of the examination to the examination 
supervisor, The latter will review examination reports for conformance 
with examination policies and »rocedures, adherence to »rofessional 
dtandards and to instructions previously given, and for soundness of re- 
commendations and adequacy of supporting wor’ing papers. He will take 
appropriate action to have reports corrected or improved as necessary. 
Reports determined to be in proper order are to be forwarded to the 
examination manager for consideration and processing in the Washington 
office, Such reports are to be mailed to Washington by the examination 
supervisor within five working days after his receipt of them from the 
field examiner, 


Upon completion of the review of the examination report in the office 

of the examination manager, the report will be signed by the examination 
manager and forwarded to the appropriate line organization or office, 
together with a covering memorandum dealing with important items in the 
report and a rough draft of a provosed letter to the borrower from the 
line organization transmitting copies of the report. 


The examination manager will forward the field examiner's copy of the 
examination report, together with review comments and rating sheet, to 
the examination supervisor who will transmit it to the field examiner, 


The examination supervisor will collaborate with top field personnel of 
line organizations in arranging for visits of examiners to borrowers! 
offices to lend special sccounting advice and assistance, as directed 
from the Washington office. 

The examination supervisor will continuously direct and supervise at the 
of assuring growth in their caprncities and the achievement by them of top 


professional standing. 
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The examination supervisor will continuously employ systematic’ methods 
of ascertaining whether or not subordinates are conducting themselves 

in accordance with professional standards of conduct and in compliance 
with governing policies and procedures relating to hours of work, leave, 
travel, and other matters of a similar nature. They will.carry out ap~ 
propriate action in cases involving non-compliance with proper standards 
of conduct. ; 


Examination supervisors will be expected to maintain satisfactory public 

relations with borrowers, borrowers! organizations, other representatives 
of RHA, certified public accountants, state regulatory bodies, and others 
with whom they will have dealings, as authorized. 


Upon specific. assignment, examination supervisors will conduct the most 
difficult examinations of borrowers! records involving unusual problems, 
matters of exceptional interest to the agency, or situations requiring 
the highest level of professional ability available within the field 
staff, 


Examination supervisors will represent the Division of the Controller at 
the field level in discussions with certified public accountants on 
technical accounting and auditing matters. 


Examination supervisors will establish official headquarters at a point 
within the assigned area which will permit most effective communications 
and travel with respect to their duties and where the. preponderance of 
the workload is to be centered, such headquarters also to be designated 
in accordance with the applicable regulations of the Bureau of the 
Budget governing official travel. 
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SERVICES OF THE TECANICAL STAFF 


Sunnary of a Talk Given by Kenneth L. Smith at the 
June, 1952 Conference at Old Point Comfort, Virginia, 
and by Keith H. Kittle at the Companion Conference 
in Denver, Colorado. 


of the Technical Staff falls into three main categories, as follows: 


Assistance on modernization and conversion of RHA's internal accounting 
system. 


Handling special assignments for the benefit of borrowers in the 
electrification and telephone loan programs and assisting or advising 
other REA divisions. 


Reviewing and revising accounting and auditing procecures affecting 
borrowers. 


In connection with the first, two staff members are presently assigned to 
the modernization and conversion work on RHA internal accounting. 


By giving preference to special assignments which arise constantly, we 


-feel we have rendered a valuable service to KHA borrowers and to other divisions. 


Some of the more important snecial problems handled since last October are the 


following: 
1. Assistance to.Sho-Me Power Cornoration on income tax problems, 

Ze Special studies to assist field auditor in disvosing of unusual accounting 
problems of Kamo Electric Cooperative, el relating to lease agreements 
and accounting for overhead costs. 

3. Making special studies and recommendations concerning the complex 
financial affairs of Alaska 11A Annette. 

4, Serving on special committee appointed to study state commission problems 
in the telephone program and drafting proposed manual on raté case work. 

5. Special review of the purchase agreement and audit relating to acquistion 
of Colorado Utilities Corporation. 

6. Study of accounting problems arising from postage stamp rate.in Nebraska 
Public Power System. 

7, Examining and analyzing special reports on defalcation at Minnesota 93. 

8, Preparing article for publication on audits by certified public accounte::~ 
ants. : 

THE a 
9, Reviewing certain account/and fangs ied provisions in proporad standard 


telephone loan agreement. 
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10. Cooperating with Power Management Section in analyzing proposals of 
Dairyland Power Cooperative concerning accounting for depreciation and 
ss aie and handling of related funds. 


1l. Meeting with officers of SPA and GRDA, ae ae to discuss ac- 
counting problems affecting borrowers. 


(12. Attending regional meetings of NRECA, independent telephone associations 
_ and interim conferences. 


13. Serving on REA Capital Credits Committee. A tremendous amount of work 
remains to be done on lie olde wg ADs Accounting problems. 


14, Assisting on form of joint eve eames agreement between telephone and 
electric cooperatives. 


The foregoing do not cover smaller routine matters on which advice and 
assistance have been given to A & A Section Heads and personnel of other divisions. 


In addition to handling special problems, Mr. Russell in the past has de. 
voted considerable time in line work in the telephone loan program, 


Most of the foregoing special problems have been completed or are nearing 
completion, There is in progress, however, an assignment relating to revision 
of the form of the REA Annual Statistical Report, including Cooperation with the 
Federal Power Commission Staff. 


In accomplishing a fairly satisfactory disposition of svecial assignments, 
we have had to defer important work on accounting and auditing procedures 
affecting our borrowers, 


The more important phases of this baeklog are: 
lw’ Plant Aecounvine, 
2. Depreciation Accounting. 
36 Review and possible revision of auditing procedures and form of repor te 


4, Revision of accounting and Se memoranda, interpretations, staff 
bulletins, etc. 


as Devising suitable internal control procedures for borrowers. 
6.  Gapital Credits Accounting. 


The Plant and Depreciation Studies are closely related. In connection with 
plant accounting we are re-examining the lists of retirement units in order to 
attain the necessary uniformity with the electric industry and other agencies. 
When this is done we should device a suitable system of continuing property re~ 
cords for our borrowers, In recent weels some progress has been made in preparing 
a list of retirement units in the work of the RHA Denreciation Committee. We are 
serving as members of the main committee and as technical advisers to the 
auxiliary committees studing depreciation rates on production, transmission and 
distribution vroperties. 
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We have prepared the first. draft of a general plan on continuing property 
records to recommend to our borrowers, but much worl remains to be done on the 
forms and other details, This will lovically follow after the list of retirement 
units has been perfected. There is considerable »ressure from borrowers for RHA 
to decide on a form of continuing property record and to render assistance in 
that regard. 


It is essential that certain procedures followed by REA auditors are care~ 
fully reviewed. One of the most important is the avditor's evaluation of the 
System of internal control used by borrowers. Another is the procedure for 
verifying inventories of materials and supplies. Our procedures all shovld be 
reviewed in the light of changes in professional auditing standards in recent 
yeers. We should also consider the possible use of standard forms for auditors! 
worlmapers,. 


The form and content of the audit revort should be reviewed and modified. 
The suggested audit program for certified public accountants examining the books 
of REA borrowers is now being reviewed. 


Certain accounting and auditing memoranda of the new series have been released 
to borrowers, However, there are others which require attention in the near 
future. or oxample, 5L-23 covering interpretations of REA accounting should be 
revised and obsolete material eliminated. We should clarify the accounting for 
removal of lines from military areas, and review the accounting procedure for in- 
stallstion loans and attempt to simplify such procedures. The manual of work 
order procedure is under revision and reauires considerable work. 


We have done some research of proper stendards of internal control for our 
borrowers. This is believed to be a very important vhase of our obligation to 
borrowers, neglect of which might nrove to be very costly to the government and 
injurious‘ to the REA program generally. It is obvious that many of the small 
borrowers need conisderable guidance concerning proper controls over the receipt 
and deposit of cash, accounts receivable, materials and supplies and even, in 
some cases, over cash payments. 


Complex problems arise continuously with respect to accounting for capital 
credits. . 


The technical staff participates in the regular meetings of the Capital 
Credits Committee, and we have made reasonable vrogress in our attempts to meet 
the accounting »roblems inherent in cpaital credits. The more pressing items 
requiring attention in the near future are: 


1. Kelation of non-operating margins to canital credit assignments, 


2e Accounting for capital credit certificates and consumer refunds received 
by RHA borrowers. 


3. Basis of assigning capital credits to Larze-power consumers. 
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TELEPHONE ACCOUNTING AND AUDITING 


Summary of Tall: Given by Virgil P. Russell at: . 
the REA June, 1952, Field Conference in Denver, =i 
Colorado 


Systems of Accounts * 


After the Rural Electrification Act of 1936 was amended on October 28, 1949 
to provide fon the improvement end expansion of rural telephone service the Ac- 
comting and Auditing Division made the first balance sheet and installation audit 
in Ustober, 1950 of the Fredericksburg and Wilderness Telephone Company, Chancellor, 
Vireinia, As of June 15, 1952, 102 balance sheet and installation audits have been: . 
maie nnd 8 operations audits. Total advances made to sixty-one telephone borrowers 
as of June re 18, 1952 amounted to $7,413,048. 51. 


An fai aietra etre decision was made March 26, 1951. to. ae effect that in all 
cases where the borrower is an existing telephone organization the Accounting and 
Auditing Division will arrange for an audit to be made of the borrower's records 
prior to release of first advance of loan funds. In every case an audit as been 
made of an existing telephone organization with no delay prior to authorization of 
the first advance of funds. 


Other than the auditing of members hip fees, the only balance sheet audit that 
4s made of newly organized cooperatives is in cases of an aquisition of an existing 
telephone company. Otherwise, the auditor instructs te borrower in the use of 

the budgetary control system and. the filling out of the Financial Requirement 
Statement and Expenditure Report and renders any other accounting assistance 
necessary. In all cases where personnel has been available the auditor returns 
generally in 60 or 90 days to determine if the borrower is maintaining the BqqonT bes 
ing records properly and give any advice and assistance required. 


‘The Peoticetios of systems of accounts for HHA telephone borrowers was fully 
explained in two training courses conducted in Washington last fall and is covered 
in Administrative Bulletin No. T-l. For the benefit of field representatives who 
may not have attended the training courses, I will give an explanation of this 
subject. The Uniform Systems of Accounts as prescribed by the Federal Communica 
tions Commission for Classes A, B, %, and D telephone companies have been adopted 
as the basic syatems of accounts to be: followed by borrowers of REA loan funds 
for telephone facilities unless they conflict with a state regulatory body's ac- 
counting rules and regulations, in.which case the borrower shall keep its accounts 
and records in conformity with the accounting system pres scribed by such body. 


There are stata regulatory bodies in all states with the exception of Taxas 
and Lowa.. Twenty-six state reeulatory bodies have adepted the FCC Uniforn Systems 
of Accounts in their entirety. 


Regulatory bodies te the states of New York, Ohio and California prescribe 
their own systems of accounts for all classes of telenhcne companies and such. 
systems are based on the FCC system. The remainder ef the states generally have 
adopted the FCC system for cinass A and B telephone companies and prescribe their 
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own svstem for class ( and D telephone companies and some states prescribe a system 


for class F telephone companies based on annual overating revenues not excesding 
12, to .*15,000.00. 


In the Two states previously mentioned thet do not have a rerulatory body, 
REA borrowers will follow the FCC system of accounts. State regulatory bodies 
edopted the FCC Uniform System of ‘ecounts for televhone companies for intra-state 
operations for convenience purposes due to not having suficient steff to write 
their own systems. Vith the exception of subsidisry comvanies to the Rell System 
only telephone companies which onerate inter-state revort to the Federal Com- 
munications Commission. | 


Generally, the state regulatory bodies, due to limited personnel, do not 
exercise jurisdiction over small telephone companies with the exception of ap- 
plications for increases in rates, service complaints and annual reports. 


The determinetion of the class of unifarm system of accounts for telenhone 
companies to be applied to an RA borrower is made from the estimated annual 
onerating revenues of the borrower which are indicated in the feasibility study 
prevered by the Anvlications and Loans Division and attached to the copy of the 
loan recommendation signed by the Administrator. The estimate of amuel overating 
revamues is made by projecting the number of potentiel subsoribers! stations in- 
stalled and in operation subsequent to completion of the new tel ephone vlant. 


We have found generally that the accounting records of REA telephone borrowers 
are inadequate and the personnel maintaining the records in many cases have little 
knowledge or experience in accounting. Under the circumstances we heave’ as well 
as sn audit procram,, an accounting training program. | 


In connection with inadequate records of telephone borrowers, generslly the 
values on the books of telenhone vlent in service are mis-stated; also the related 
denreciation reserve; and in many cases no devreciation accountine is maintained. 
This is due to a creat extent to the fact that in the vast the borrower charged 
replacements to maintenance and did not maintain deily time reports for classifying 
labor and material added and nlent displaced in the outside plant. In addition, 
uvon receint of a sunnlier's invoice for material, in many cases an estimate of 
the nortion to be charged to the plant sccount end to maintenance was made before 
the material was used. A materials and supplies account, if -eny, was used for 
only certain items. 


In converting from magneto or common battery telenhone systems to automatic 
dial systems it has heen our experience in the telephone program that sonroximately 
from 80 to 100 vercent of the existing telephone nlent is dismantled, of which 
there is very little material salvered. 


In cases where televhone plent values are mis-stated on the books and no 
depreciation accounting has been maintained the book figure should be transferred 
to account 100.7, Telephone Plant ‘djustment to be disposed of as the state 
rezulatory body may direct. Any salvage realized from the dismantlement of the old 
plant should be credited to the amount in a/c 100.7 and debited to a/c 12? mate- 
rials and supplies. If any existing telephone plant remains the aporaised value 
should be credited to a/c 100.7 and debited to a/c 100.1, Telephone Plant in 
Service. The cost of removal should be charged to a/c 100.7, to be disposed of as 
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the state regulatory body may direct. In the states of Iowa and Texas that do not 
have state regulatory bodies the accounting treatment under the same circumstances 
should be to charge the total balance remaining in the telephone plant account to 
surplus or it can be amortized over a reasonable period of years through charges 
to surplus in accordance with the requirements of the borrower. Where a related 
depreciation reserve has been maintained retirements should be debited to the 
reserve and credited to the telephone plant account until the reserve is exhausted 
and the balance to be treated as previously mentionede 


When borrowers have acquired telephone properties the seller in some cases 
has no books or only a cash book and a subscriber ledger or thay have a general 
ledger with a mis-stated plant value. The telep one plant values and the related 
depreciation reserve, if such exists, should be transferred to account 2756, 
Telephone Plant Acauired. Telephone plants acquired by REA borrowers are generally 
dismantled and junlted and the balance remaining in account 275, after crediting 
any salvage and after exhausting the depreciation reserve, is to be disposed of 
as the state regulatory body May direct. The difference between the purchase price 
of telephone plant acquired and the book walue of the depreciated telephone 
plant should be transferred to account 100.4, Telephone Plant Accuisition Ad ju-tment 
account. If the purchase »rice is more than the depreciatec book vlaue of the 
telephone plant, this will result in a debit amount in account 100.4; if less, it 
results in a credit amount. In either case the amounts are to be disposed of as 
the state regulatory body directs. 


Where REA borrowers maintain adequate accounting systems in accordance with 
uniform systems of accounts for telephone companies prescribed by state or federal 
regulatory. bodies, existing telephone plant accounts or telephone plant acquisitions 
are handled in accordance with the instructions contained therein. In cases where 
items are to be disposed of as the state regulatory body directs it is the re~ 
sponsibility of the borrower to contact tre regulatory body. 


The booklet entitled "Uniform Systems of Accounts Prescribed for Telephone 
Borrowers Financed by the Rural Electrification Administration" describes the sub~ 
accounts designed to reflect REA loan transactions for all borrowers and member~ 
ship transactions for cooperative-type borrowers of the same class. This booklet 
supplements the FCC Rules and Regulations, Parts 31 and 33, Uniform Systems of 
Accounts for Telephone Companies, and similar Systems prescribed by tne various 
state regulatory bodies. The accounts contained in the booklet are subsidiary to 
the basic or main accounts prescribed by the FCC or by a state regulatory body 
and were avproved by the FCC as well as the Bureau of the Budgete 


In case of an installation of supplementary accounts for a borrower operating 
in a state in which the regulatory body »rescribes its own syste» of accounts for 
telephone companies, the subsidiary accounts in‘talled should be changed to con- 
form to comparable main accounts in the state system, Gererally, the state systems 
of accounts permit telephone companies to subdivide any account, provided the sub- 
divisions do not impair the integrity of tie required accounts. | 


To achieve uniformity in accounting by RBA telephone borrowers it will be 
necessary in cases such as that referred to in the preceding paragraph for the 
examiner to revise the account numbers, titles and texts to conform with those 
contained in the state sistem of accounts, and to prepare the »oreliminary draft 
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of revisions of pages of the. RHA booklet in order that a separate booklet for the 
state's subsidiary accounts may be issued... It is important that such revisions 
not conflict with any applicable rules or regulations of the state regulatory. body. 


The examiner who has the first audit assignment in any state wnere the sub. 
Sidiary accounts are required to be changed to conform to the main accounts 
prescribed in that state will be expected to prepare a preliminary draft, as 
indicated above, or the necessary revisions. It will.be the responsibility, there- 
fore, of each examination manager to include instuctions to this effect in assign 
ments in connection with field audits. As soon.as practicable, assignments 
should be made to take care of the revisions in sny states where the initial audit 
has been completed. The revisions prepared and recommended by the examiner should 
be forwarded ta the Office of the Controller for approval. . - ey 


In carrying out. their official duties, examiners herent reep. in mind at all . 
times that REA does not prescribe basic accounts for telephone, borrowers. but that 
such accounts are prescribed by the various state regulatory bodies. Examiners 
should make sure that borrowers! personnel understand that REA is merely lending 
assistance in the installation and maintenance of accounts prescribed by proper 
authorities and is not, of itself, reauiring the use of such accounts. The fore 
going procedure is covered in Accounting and Auditing Staff Bulletin No. 302. 


Subseribers' Billing 


Vany REA borrowers have been iscuing subscribers! bills to customers: monthly 
or quarterly in arrears. Normally procedure of the telephone industry and in 
accordance with good business principles is to issue subscribers. bills for: local 
service one month in advance and for'toll service 40. days in arrears from the 20th 
of previous month plus 10 days to the first of the month. The reasons for this 
are: (1) the telephone company is reimbursed quicker and thus requires less 
- working capital for the payment of tolls, payrolls, purchases of supplies, etc. 
(2) there are fewer subscriber disputed toll charges, as memories are better in 
the shorter period: (3). the accounts receivable on a monthly billing basis wiil 
be smaller than if on quarterly billing basis; tnerefore, collection becomes 
easier with a corresponding reduction in loss through uncollectible accounts. 
Where states permit, customers! bills, when issued, should be computed on a net 
rate basis instead of at gross rates from which a discount is deductible if paid 
on or before a specified date, Inasmuch as over 95 percent of the bills are dis- 
counted, it is more economical to bill at net rates and add the discount to the 
pills of the 5 percent wnich are delinquent than it is to deduct the discount at 
time of payment from each of the bills of the 95 percent naid on or before the 
- discount date. 


Time Reports 


As the wage-hour regulations require the keeping of a time record, showing 
the number of hours actually worked daily by each employee, the following described 
forms are suggested: 


1. A weekly, or monthly, time sheet or time book should be used by the employee 


in the general office and in the traffic department, on which eacn employee enters 
the number of hours worked each day. 
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2. Daily, or weekly, time and material report forms should be used by" the plant 


department workmen to show the total’ number of hours each has worked per day, sub- 


divided according to the time spent on each class of work. In cases where a 
company manager, or other official, spends part of his time performing plant con- 
struction or maintenance work, a time report is made out for such work the same 

as for other plant workmen, and the appropriate plant or maintenance account 
charged. The total of such charges is deducted from the amount of compensation a 
of working executives, which otherwise would. be charged to general office salaries. 


Conversion from Cash to Accrual Basis 


Many REA telephone borrowers! accounts are maintained on a cash basis in 
which case the examiners are instructed to convert to an accrual basis. Some 
borrowers close their books on June 30 or September 30. We recommend very strongly 
that borrowers close their books on a calendar year basis due to convenience in 
making annual reports to commissions, income tax returns, etc. 


Depreciation 


In regard to depréciation, it has been our experience in the telephone 
program that in many cases borrowers do not maintain depreciation accounting. In 
cases where depreciation accounting is maintained, a composite rate of hor 5 
percent is applied to the total telephone plant in service. This rate’ is not 
based on the service life of the plant but is an estimated rate usually taken 
from statistics of the exnerience of the industry. 


Administrative Bulletin T-7-R1, subject; Depreciation of Telephone Plant, 
states in part that the determination of depreciation rates shall be the primary 
responsibility of borrowers, but that the minimum composite rate for the total 
depreciable vlant of a borrower shall not be less than 3.5 nercent per annum unless 
a lower rate is apvroved by REA; vrovided that such minumum rate is not in conflict 
with applicable rules, regulations or requirements of federal or state regulatory 
bodies having jurisdiction over the particular borrowers in such matter. 
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DIVISION OF THE CONTROLLER | 
PANEL DISCUSSION OF QU®STIONS FROM THE FLOOR 


June, 1952 Field Conferences 
Old Point Comfort, Va., and Denver, Colo. 


Panel members at one or both of the conferences 
included: 


Administrator Wickard Virgil P. Russell 


John ©. Cooper, Jr. Keith H. Kittle. 

BE. T. Nolan Elton L. Bennett: | 

T, A. Hoffman Howard C,. Paine 
Harold J. Selinsky W. Bernard Loving . , 
Henry Freedman Albert B. O'Donnell. . 
Leslie Surginer Rolland W. Mars 
Kenneth Le Smith Eugene R. Riddle 
Robert A. Stein Richard Platte 


Wells E. Ludlow 
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A. 


In the new organization, are examiners to explain to bookkeepers the 
accounts to be used for specific items? 


You should continue giving correct explanations of proper classification 
but avoid, to the greatest extent possible, the necessity for changing 
what has been done by auditors in the past. Adjustment of prior auditors! 
entries may be made only upon the approval of the examination managers. 


ee omens om 


What should be done about answering letters requesting information? 


Acknowledge letter and advise inquirer that letter has been forwarded to 
the general field representative or the area office for reply. Telephone 
requests for information should be given the best possible answer and the 
inquirer advised to communicate with the area office or its general field 
representative in the future. 


Dem esee 


Will the examiner continue to send a letter of recommendation to the 
borrower following the audit? 


The examiner is still to discuss the audit. report with the manager and 

office personnel but he is not to write a letter of recommendations under 
the same circumstances as in the past., If the examiner can make a deter. 
mination at the start of the audit as to the relative significance of the 


accounting advice necessary during his assignment, he should, when necessary, 


consult with his supervisor and, if possible, obtain through the line 
organization authorization to conduct an accounting advice and assistance 
assignment in conjunction with his audit, and thus be in a position to 
furnish the required written accounting recommendations to the borrower 
and the line organization. Otherwise, the accounting recommendations re~ 
sulting from an audit should be submitted with the audit report for 


forwarding to the Washington office of the line organization concerned, for 


ultimate transmittal to the borrower with the report. 


Should the examination supervisor be present when the audit is reviewed 
with the manager or office personnel? 


Not necessarily. The examiner is to exercise judgment and there may be 


cases wherein he will want to ask the supervisor to be oresent, if possible. 


Is the examiner not to make major audit adjustments and not to make sure 
that even any minor audit adjustments are recorded on the books? 


That was the thinking in REA for awhile, but the decision has now been 
made thetthe examiners are to operate as in the past in this regard — 
that is, suggest such audit adjustments ag they find necessary to correct 


and improve the records and, insofar as possible, determine that the adjust 


ing entries are recorded on the borrower's books, 
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A. 
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A. 
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A. 
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If major account advice and assistance may not be given without a request 
from the line organization, what is, to be done about bookkeepers' routine 
questions during the course of audits? 


Be resonable in such matters and give the best available answers, when no 
substantial change will be effected in the borrower's procedures. There 


should be no hestancy in answering questions covered in existing REA re- 
commendationgse 


_ Resooes 


Are work papers to be made availablé for copying by borrower! s personnel 
as in the past? 


Yes. 


“W411 follow-up on audits now be. done by line organizations? 


Yes, that.is their responsibility under the. new organization, 


Who will notify borrowers of forthcoming audits? | 


The line organization will do this on the basis of letters prepared in 


the Controller's Division for signing by the line organization chief or 


director. 


mn eae 


Will Mosinee advice and assistance be.given by any RBA representatives 
other than members of the Controller's Division? 


Yes, Each of the line organizations will have accountants who will prepare 


- letters on accounting matters for dispatch to borrowers by the line office. 
Our technical staff will be called wpon to help prepare such letters, as 


necessary, and we are to be furnished with copies of all such letters, 


a ee Oe 


If the examiner has planned to avdit a borrower's books as of the end of 
a particular month, .but the trial balance cannot be taken until tie 15th 
of the following month, should the examiner wait for it or move the date 
of his eudit back a month? 


He should not hold up the audit but should make it as of the end of the 
most recent period for which the books have been closed. 


Cals 
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A. 
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A. 
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Qe 


Should the examiner see to it that an adjusting operating report is 
submitted by the borrower at the conclusion of his audit? 


It is the responsibility of the examiner to call attention to the need for. 


an adjusting operating report and to assist and urge the borrower's per- 


sonnel to prepare such operating report. 


Should the examiner assist the bookkeeper, if requested, in preparing an 
insurance register or developing other types of subsidiary records? 


Not without an official assignment to perform accounting advice and 
assistance as distinct from making an audit. 


Should the bookkeeper be asked to make copies of those audit schedules 
which the examiner feels whould be of value in maintaining the records? 


The examiner should make them available, with an explanation as to the 
value they would have for the bookkeeper, but, of course, ne should not 
insist on their being copied if the bookkeeper does not voluntarily choose 
to copy them. 


OR 2 ee ene 


Should the examiner send the audit report to the line organization or to 


the examination manager? 


Neither one. It should be forwarded by the examiner to the examination 
Supervisor in the field, who will review it and send it on to the exami- 
nation manager in Washington. 


Ee ohare 


Will REA continue to exercise responsibility for approval of borrowers! 
managers? 


Yes. Even though borrowers will have increasing responsibility, REA is 
still vitally interested in obtaining the best possible management for the 
systems. 


er rd 


Will a bulletin be issued explaining to a greater degree the handling of 


interest savings and cushion of credit payments under the revised REA 
billing procedure? 


Such a vbulletin has been issued by the Administrator to REA Electrification 


Borrowers under the date of July 30, 1952, referring to the subject, 
"Accounting for Interest Savings Associated with ‘Cushion of Credit.!" 
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Can arrangements be continued under the reorganization whereby engineers 
and examiners may work together in closing out inventories? 


Most assuredly. It will merely require co-ordination by supervisors. 


wate — 


Who will rclease RBA bulletins: 


REA policy statements, bulletins to borrowers and important staff 
instructions will be signed by the Administrator, 


ae es me 


Audit reports on Nebraska public power districts must include a schedule 
of work in progress. Can this be extended to all audit reports? 


The desirability of showing a summary of changes jn utility plant in the 
current period, including chanzes in work in progress, is recognized in 
the new REA bulletin, "Suggested Minimum Audit Standards for Certified 
Public Accountants Examining the Books of REA Borrowers (Blectric)". 
Examiners may follow the example presented therein. 


) 


What is the examiner to do about verification of REA borrowers! old 


accounts receivable when such old accounts are disconnected? 


The examiner need not svend a lot of time attempting to confirm dead 
accounts but should look into the approval of the disconnections, write~ 
offs, etc. He should learn whether thé cooperative has a history file on 
such consumers to make sure that they pay if they come bseék on the lines, 
He needs to appraise internal control and make sure that such accounts 
are not used as a means of perpetrating frauds. . 
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May the tracing of subsequent cash collections be substituted for 
confirmation of accounts receivable? 


Yes, if the examiner can assure himself as to cash control and the source 


of the cash in question. 
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To whom are examiners! reports addressed and presented when the examiners 
work on advice and assistance assignments? 


Such reports are to be addressed to the erea director or line division 
chief, as the case may be, and are to be presented or mailed to that 

individual unless instructions in the specific assignment direct other- 
wise. In all cases, a copy of the report is to be sent to the examination 
supervisor, who is subsequently to forward it to the examination manager. 
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Q. 


Q. 


Will the existing procedure pertaining to examiners! attending 
board of cirectors' meetings be changed? 


Examiners will continue to meet with boards of “irectors regarding 
audits only upon authorization through the examination manager. if 
on assignment to line organizations, they will carry out the wishes 
of the line organizations in the matter... ° 


What will be Aone about examiners! attendance at joint R&A-TVA 
meetings? 


Such attendance ordinarily will be co-ordinated by the area office. 


Will the line division representative Gesiring an examiner's assis- 
tance remain with the examiner Curing the assignment? 


‘That will depend on the line organization's representative and the 


nature of the assignment, 


May a line organization representative call up-an examiner and ask 
him to come over to another borrower's office for a short Aiscussion? 


No. An examiner is not to travel officially without assignment 

through his own organization. He may, however, fulfill a-request 

by a line organization's representative for special assistance up 

to one full day's time, at the borrower's office where the examiner 

is alreacy locatec, without acvance assignment from his own supervisor, 
He must then prepare an assignment schedule for the work cone and send 
it to his supervisor for execution an? return to him. 


In general, field requests for aecountine advice and assistance are 

to be made by the line organization representative directly to the’ 
examination suvervisor., The latter is to make such assignment as he 
sees fit in fulfilline these requests, up to a total of three working 
Gays for any one assignment, ane he is oromptly to submit a copy of the 
assignment schedule to the examination manager. Requests involving work 
of more than three days duration must be taken up with the examination 
manager. In the event the request clears through or originates with the 
Washington office of the line oreanization, the examination manager may 
make Airect assignments to examiners, with immediate notification being 
given to the examination Supervisor concerned, However, it is venerally 


expecter that, where circumstances permit, such assignments will be made 


through the examination supervisor, 


Do the field regulations just discussed aoply equally to the televhone 
and electrification programs? 


Yes, 
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Q. 


Q. 


May examiners or examination supervisors visit regulatory bodies 
or their staffs? 


Not without the approval of the Administrator. 


May the Controller's Division field people write to regulatory 
bodies for copies of systems of accounts or other manuals? 


Yes, they may. However, if there is any charge for such manuals, 
reimbursement is not to be requested on travel vouchers. 
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Will supvlementary accounts, particularly in the telephone program, 
have to be cleared with state resulatory bodies? 


Such accounts are orfinarily subaccounts to the’ main system and are 
thus permitted to he added to the systems vrescribec by most regu- 
latory bodies, as state?’ in their nublicaticns, as long as this action 
Goes not affect the interrity of the main accounts. 


Shoule differences hetween accounts of telenhcne borrowers and 

those recommenced by REA be set forth in examiners' reports? 

If borrowers have established accounts differing from those pres- 
cribed by the FCC or the state regulatory boty, the examiner should 
make a full-report on the matter, since such deviations are ecntrary 
to RHA recommendations. 


What provision will be made for giviny accountins training to 
accountants of telenhone borrowers? 


The Telenrons Loans’ Division will vrovids accounting: assistance 
through its staff in the Washinetcn office, Upon request by that 
division, fiel? evaminers of the Controller's Divisicn. will give 
field acvice in accountine an“ helv train horrowers' accounting 
personnel, Moreover, it is contémolated that the REA Corresnondence 
Accountine Coursa will he a-pandec to cover talephons accounting, 


In makine an internal audit, is. the examiner tio observe the Pegrze of 
compliance with 311 policies an? vrocadures, even those dealing with 
technical matters. outside his -fiel* of snecialization? 


Good jucement will he required, It is exnectar that vrorress will«he 
shown in sevelopine commlete internal ai-it techniques. Howaver, it is 
basic that the oxaminer is to avoi? technica’ comment on unfamiliar 
subjocts. 


mise 


Q. Will the examiner's observations be furnished to borrowers? 


A. The oxaminer's observations an¢€ comments resulting from his 
financial audit of the borrower's records will be included in the 
general comments; of the audit report (except for those of such 
nature as to warrant inclusion only in the confidential ADM-36 
report) and will, of course, be furnished to the borrower. How- 
ever, the examiner's internal audit is mide with reference to 
REA procedures and relationships and will be furnished only to 
RBA, 


Q. Should not the eyaminer, in makine an internal audit of REA 
activities, be furnished with a chock list to aid him in determining the 
compliance with anc effectiveness of REA's plans, policies, and procedures, - 


A, Yes, he certainly should. Such a list will be included in the internal 
audit procedures which is to be developed by the Controller's Division. 


Q. Are examiners to put in their field activities reports comments 
- about the reaction of borrowers to the reorganization of REA? 

Bs Yest 

Q@, What should examiners -do about averse comments rbout other REA 
people? 

A, Listen carefully to Aetermine whether there anpears to he anythine 
substantial snouch for application of internal audit principles, but 
avoic comment, 

Q. Are examiners to rerort good points as well as deficiencies? 

A, Yes, by 311 means, 

Q. Should not examiners be informed as to instructions given by 
other REA divisions or field personnel? 

A, Yes. Correspondence relative to accounting is to be made 
available to examiners, 

Q. What about reporting the activity of labor unions? 

A, In general, avoid comment on this subject, 


-56= 


What about reporting articles in the press (strimental to RBA? 
Incluce information thereon in your fisld reports to Washington. 


Are field evaminers to make reports to washington-with reference 
to actions of other REA emnloyses? 


As examiners, you have the same resnonsibility as every other con- 
scientious REA employze to renort those thines which tend to dis- 
credit REA onerations -- you @o not hive a special commission to do 
more in this respect than members of other divisions, 


In arriving at an answer to this question, you are referred to the 
record of the Administrator's talk at the conferences concerning 

the manner in which the fielA examiners are te carry out their 
Auties, inclucine the making of reports on activitios of othor 

REA employecs. The examiner must excercise gooc judgment. In 
general, he must be very discroet.in making any inquirics prompted 

by an initial observition of possible miscenduct. Unless he has been given 
a definite assignment to invostigate 2 fellow employee, the examiner 
must fool assured in his own mind that any reporting he chooses to co 
with ragird to other REA emoloyces is absolutely justified on ths 
basis of information which has come to him 2an¢ which he has quistly 
verified to the extent possible. Remember you are not ane Acminis- 
trator's bird dog locking after everything anc everybody." You 
should strive "to attain thot balance: which avoids snooping yet dogs 
not call for vou to be blind," 


What if a CPA firm asks an examiner whether 1 particular borrower 
is to be on the list for aucit by CPA's? 


The reply shoul? bo thit such information may not be given out 
until tho REA list of borrowers subject to CP4 audit is releised, 


ne ae ome es 


If a cooverative which has qualified for CP& audit falls behind -in 


its debt service and feels that it cannot afford to vay for aucits,. 
will it be nermitted to revert to having its audits made by REA? 


The status of 211 borrowers will he reviewoe by tho Controller' 
Division, the Executive Officer, and tha offics of the line organization 
to Aatermin? whether, under existing policy, tre borrower will be 
required to havo CPA audits. Generally, wo do not exnact that once 

9 borrow2r has met the qualificaticns for independent aucit it will 
revert to the colder plan. However, such 1 pdéssibility is not pre- 
cluded, and oach case will be referred to the &dministrator, with 
committos rocommenecations, for final cecision, 
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What is REA's reaction to the proposal for setting up by statewide 
oreanizations of auditing units staffed by CPA's? 


REA has not looked with favor on state associations’ furnishing auditing 
Servic, becruse such procecure would not meet the requirement of 
independence in auditing. REA wants to be able to say that an auditor 
engaged by a horrower is not being held directly or indirectly 
responsible to the state 2ssociation, but is entirely independent, 


Moreover, in some states, there might be a question as to how an 


accountant working with a state association could certify indenendently - 
to the finaneial condition of any momber of such association, REA * 
would probably not obieet to 4 staitowide association's assisting 

borrowers in maintaining proper accounts, but it weuld object to f. 


that association's furnishing tho audit service, 
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How cculé REA's objecticn to aucitine service threugh state 
associations be mad> cffective? 


REA could cite the provisions of the mortgage or indenture requiring 
auditine service satisfactory to this aroney. Ne general answer ean 

bo given as te what action weuld be taken if . berrewoer ecntinusd to 
disrogard its REA contract; howa3vor, tho ecurts might enferes adherence 
to theses provisicns af ths ecentraet, 


Will it net be necessary tc use mero tact in dealing with telephens 
borrewers than with electric berrewers, even theuch it is very 
important in 411 casos? 


Yes. This ig 2spacially necessary becauss the tolophene industry 
has expressed itsolf 4s wary of tho government's intonticns in tho 
telephone ficld, 


Must leave oarned in 1952 be used prior to June 30, 1953? 


Yos, 

Leave taken after Docembor aU 589529 te Charesd to what year? ; 

1953 r 
a, 


If a travolor must leave his temporary duty staticn before the ond 
of the work day in order tc got heme tc headquarters for the weok-ond, 
must he take Loave? 


eo 


Q. 


Yos. No official tim: may bo uscd fer travel te and frem headquartors 
meroly fcr the eenveniones cf the travolor, 


If tho examiner ecmplotos an assignment cn Friday cvonine at 4 
toempcrary duty point and travols hem? tc heacquarters fer tha wook- 
ond, is such travel ecnsidersd cfficial? 


Only if it woro officially nocossary tc roturn te headquarters, or if 
such return resulted in. saving te th> gevornment with rospect te sub- 
sistonco and milsage, 


If an oxaminor werks on cfficial cuties cn Mcnday night, may h? 
tako ccmpensatory leave cn Tucsday? 


Ne cecmpensatcry leave may bo taken unloss tho evortim: work is 
quthorized in advance, 


Eo re omen eee ee en a nee, 
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